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March 16, 2005
To Our Stockholders:

2004 was a year of progress as Allegheny continued on the path to recovery. We reduced debt, returned to
profitability, sirengthened internal controls, launched our High Performance Organization initiatives, and took
steps to build the long-term value of our core generation and delivery businesses.

Reduced Debt

We paid down approximately $1.2 billion of debt from December 1, 2003 through January 31 of this year.
This reduction came principally from cash generated by our operations and asset sales (the Lincoln peaking
facility and an interest in the Ohio Valley Electric Corporation). We also agreed to sell our West Virginia
gas distribution business, a transaction we expect to complete later this year. Our debt reduction goal of $1.5
billion by year-end 2005 is well within reach.

Returned to Profitability

We returned to profitability from core operations in the third quarter and reported solid profits in the fourth
quarter. Higher plant availability, lower operating expenses, and lower interest expense contributed to
earnings.

Strengthened Internal Controls

In the past year, most public companies faced the challenge of complying with the Sarbanes-Oxley Act. For
us, the challenge was even more daunting given our recent reporting and control deficiencies. Thanks to a
major effort by our employees, we now maintain effective internal control over financial reporting in all
material respects, and our auditors concurred with this assessment as of year-end 2004.

Launched High Performance Organization

During 2004 we launched a major initiative aimed at transforming Allegheny into a top-performing utility.
Our goal is to achieve top-quartile performance by the end of 2007 in six key areas: operations, financial
performance, customer satisfaction, safety, environmental performance and shareholder value. Interim and
long-range targets, together with specific action plans, are in place to guide this effort.

Building Long-Term Value

We have many on-going initiatives, but one of the most important is to successfully manage the transition to
market-based rates for our generation fleet. We now sell most of our output under fixed-price Provider of
Last Resort (POLR) contracts at prices well below market. The transition to market is already off to a good
start this year in Maryland. In Pennsylvania, we have proposed an innovative approach for an orderly
transition that should benefit both customers and Allegheny, and we are awaiting regulatory approval of our
proposal.

In 2005, while facing many challenges, our focus will be on strengthening our financial position, enhancing
productivity, improving our environmental performance, and growing earnings.

Moving Allegheny along the path to recovery has been a team effort by all our employees, who have
worked tirelessly to improve performance. Our customers continue to give us high marks for our service. The
credit rating agencies have acknowledged our stronger financial condition with upgrades. And you, our investors,
have recognized our progress. Allegheny’s stock price increased by 54% in 2004, ranking as one of the best-
performing stocks in the utility industry.

We appreciate your loyalty and confidence as we continue our efforts to make Allegheny Energy a premier

' ‘ /M/%W

Paul J. Evanson
Chairman, President and Chief Executive Officer
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GLOSSARY

I.  The following abbreviations and terms are wsed in this report to identify Allegheny Energy, Inc. and

its subsidiaries:

ACC s
AE

AESC

AE Supply
AGC

Allegheny
Allegheny Ventures

Distribution Companies

Green Valley Hydro
MGS

Monongahela
Mountaineer
Potomac Edison
West Penn

WVP

Allegheny Communications Connect, Inc., a subsidiary of Allegheny Ventures
Allegheny Energy, Inc., a diversified utility holding company

Allegheny Energy Service Corporation, a wholly owned subsidiary of AE

Allegheny Energy Supply Company, LLC, an unregulated generation subsidiary of AE

Allegheny Generating Company, an unregulated generation subsidiary of AE Supply
and Monongahela

Allegheny Energy, Inc. together with its consolidated subsidiaries
Allegheny Ventures, Inc., a nonutility, unregulated subsidiary of AE

Collectively, Monongahela, Potomac Edison and West Penn, which do business as
Allegheny Power

Green Valley Hydro, LLC, a subsidiary of AE

Mountaineer Gas Services, Inc., a regulated subsidiary of Mountaineer
Monongahela Power Company, a regulated subsidiary of AE
Mountaineer Gas Company, a regulated subsidiary of Monongahela
The Potomac Edison Company, a regulated subsidiary of AE

West Penn Power Company, a regulated subsidiary of AE

West Virginia Power, a division of Monongahela

II. The foilowing abbreviations and acronyms are wsed in this report to identify entities and terms
reievant to Allegheny’s business and operations:

Bef

CDWR

Clean Air Act
CWA

EPA
Exchange Act
FERC

GAAP
kW
kWh

Maryland PSC
Mmecf

MW

MWh

NSR

OVEC
Pennsylvania PUC
PIM

PLR

PUCO

PUHCA

PURPA

RTO

SEC

SERP

T&D

Virginia SCC
West Virginia PSC

Billion cubic feet

California Department of Water Resources
Clean Air Act of 1970

Clean Water Act

United States Environmental Protection Agency
Securities Exchange Act of 1934, as amended

Federal Energy Regulatory Commission, an independent commission within the U. S.
Department of Energy

Generally accepted accounting principles used in the United States of America
Kilowatt, which is equal to 1,000 watts

Kilowatt-hour, which is a unit of electric energy equivalent to one kilowatt operating
for one hour

Maryland Public Service Commission

Million cubic feet

Megawatt, which is equal to 1,000,000 watts

Megawatt-hour, which is a unit of electric energy equivalent to one megawatt
operating for one hour

The New Source Performance Review Standards, or “New Source Review,” applicable
to facilities deemed “new” sources of emissions by the EPA

Ohio Valley Electric Corporation

Pennsylvania Public Utility Commission

PIM Interconnection, L.L.C., a regional transmission organization
Provider-of-last-resort

Public Utilities Commission of Chio

Public Utility Holding Company Act of 1935, as amended

Public Utility Regulatory Policies Act of 1978

Regional Transmission Organization

Securities and Exchange Commission

Supplemental Executive Retirement Plan

Transmission and Distribution

Virginia State Corporate Commission

Public Service Commission of West Virginia




Allegheny Energy, Inc. and Principal Operating Subsidiaries

Allegheny Energy, Inc.

100%

The Potomac
Edison
Company

Monongahela

1 )

:

: West Penn
1 Power

:

1

1

L}

Power
Company

Allegheny
Ventures, Inc.

Company

Allegheny Energy
Supply Company, Mountaineer
LLC* Gas

Company**

22.97%

77.03% "Allegheny Power"

Key Allegheny
"\, Generation and Generating
Marketing Segment. Company

Delivery and
O Services Segment.

Monongahela Power
\:l Company has operations
in both segments.

* = Less than 2% held by non-affiliate.

** In August 2004, Monongahela signed a definitive agreement to sell its natural gas operations in West Virginia,
including Mountaineer. The sale is expected to be completed in mid- to late-2005.
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ITEM i. BUSINESS
Overview

Allegheny is an integrated energy business that owns and operates electric generation facilities and delivers
electric and natural gas services to customers in Pennsylvania, West Virginia, Maryland, Virginia and Ohio. AE,
Allegheny’s parent holding company, was incorporated in Maryland in 1925 and is registered as a holding
company under PUHCA. Allegheny operates its business primarily through AE’s various directly and indirectly
owned subsidiaries.

Allegheny has two business segments:
o  The Delivery and Services segment includes Allegheny’s electric and natural gas T&D operations.

o The Generation and Marketing segment includes Allegheny’s power generation operations.

The Delivery and Services Segment
The principal companies and operations in AE’s Delivery and Services segment include the following:

o The Distribution Companies include Monongahela (excluding its West Virginia generation assets),
Potomac Edison and West Penn. Each of the Distribution Companies is a public utility company and
does business under the trade name Allegheny Power. The Distribution Companies’ principal businesses
are the operation of electric and natural gas public utility systems.

o Monongahela was incorporated in Chio in 1924. Tt conducts an electric T&D business that serves
approximately 400,000 electric customers in northern West Virginia and an adjacent portion of
Ohio. Monongahela also conducts a natural gas T&D business, primarily through Mountaineer.
Monongahela serves approximately 226,000 residential, commercial, industrial and wholesale
natural gas customers in West Virginia and owns approximately 4,878 miles of natural gas
distribution pipelines. During 2004, Monongahela sold or transported 62.1 Bcef of natural gas.
Monongahela’s electric and natural gas service area covers approximately 14,000 square miles with
a population of approximately 1,224,000. Monongahela’s Delivery and Services segment had
operating revenues of $669.0 million in 2004. In August 2004, Monongahela signed a definitive
agreement to sell its natural gas operations in West Virginia, including Mountaineer, subject to
certain conditions. The sale is expected to be completed in mid- to late-2005. Monongahela also has
generation assets, which are included in the Generation and Marketing Segment. See “The
Generation and Marketing Segment” below.

* Potomac Edisom was incorporated in Maryland in 1923 and was also incorporated in Virginia in
1974. 1t operates an electric T&D system in portions of West Virginia, Maryland and Virginia.
Potomac Edison serves approximately 442,000 electric customers in a service area of about 7,300
square miles with a population of approximately 987,000. Potomac Edison’s 2004 total operating
revenues were $924.4 million. One customer, Eastalco Aluminum Company, accounted for 12.9%
and 10.5% of Potomac Edison’s 2004 and 2003 operating revenues, respectively.

°  West Penn was incorporated in Pennsylvania in 1916. It operates an electric T&D system in
southwestern, north and south-central Pennsylvania. West Penn serves approximately 698,000
customers in a service area of about 9,900 square miles with a population of approximately
1,508,000. West Penn’s 2004 total operating revenues were $1,165.9 million.

The Distribution Companies assess delivery charges when other power suppliers transmit power along the
Distribution Companies’ transmission grids. In April 2002, the Distribution Companies transferred operational
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control over their transmission systems to PJM. See “The PIM Market and the Distribution Companies’ PLR
Obligations” below.

» Allegheny Ventures is a nonutility, unregulated subsidiary of AE that was incorporated in Delaware in
1994, Allegheny Ventures engages in telecommunications and unregulated energy-related projects.
Allegheny Ventures has two principal wholly-owned subsidiaries, ACC and AE Solutions. Both ACC
and AE Solutions are Delaware corporations. ACC develops fiber-optic projects, including fiber and
data services. AE Solutions manages energy-related projects.

During 2004, the Delivery and Services segment had operating revenues of $2,764.1 million and net income
of $103.3 million. At December 31, 2004, the Delivery and Services segment held $4.4 billion of identifiable
assets. See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and Note
12, “Business Segments,” to the Consolidated Financial Statements.

The Generation and Marketing Segment
The principal companies and operations in AE’s Generation and Marketing segment include the following:

* AE Supply is a Delaware limited liability company formed in 1999 and a registered holding company
under PUHCA. AE Supply owns, operates and manages electric generation facilities. AE Supply also
purchases and sells energy and energy-related commodities, although it no longer engages in speculative
trading. As of December 31, 2004. AE Supply owned or contractually controlled 8,728 MW of
generation capacity. AE Supply markets the Generation and Marketing segment’s electric generation
capacity to various customers and markets. Currently, the majority of the Generation and Marketing
segment’s normal operating capacity is committed to supplying the PLR and other obligations of the
Distribution Companies. AE Supply’s 2004 total operating revenues were $1,270.3 miltion.

* Monongahela’s West Virginia generation assets are included in the Generation and Marketing segment.
As of December 31, 2004, Monongahela owned or contractually controlled 2,123 MWs of generation
capacity. Monongahela’s Generation and Marketing segment had operating revenues of $312.8 million
in 2004.

* AGC was incorporated in Virginia in 1981. AGC is owned approximately 77% by AE Supply and
approximately 23% by Monongahela. AGC’s sole asset is a 40% undivided interest in the Bath County,
Virginia pumped-storage hydroelectric station and its connecting transmission facilities. All of AGC’s
revenues are derived from sales of its 985 MW share of generation capacity from the Bath County
generation station to AE Supply and Monongahela. AGC's 2004 total operating revenues were $69.2
million.

AE Supply is obligated under long-term contracts to provide the Distribution Companies with the power that
they need to meet a majority of their PLR obligations. The Generation and Marketing segment sells power into
PJM and purchases power from PJM to meet its obligations to the Distribution Companies under these contracts.
See “The PJM Market and the Distribution Companies’ PLR Obligations” below.

Although most of the Generation and Marketing segment’s generation capacity participates in the PIM
system, it owns generation capacity outside of PIM, including AGC’s interest in the Bath County generation
station and generation facilities in Gleason, Tennessee and Wheatland, Indiana. The Gleason and Wheatland
generation facilities have been classified as held for sale, and their results have been presented as discontinued
operations in the accompanying Consolidated Statements of Operations.

During 2004, the Generation and Marketing segment had operating revenues of $1,538.7 million and a net
loss of $413.9 million. At December 31, 2004, the Generation and Marketing segment held $4.4 billion of
identifiable assets. See “Managements Discussion and Analysis of Financial Condition and Results of
Operations” and Note 12, “Business Segments,” to the Consolidated Financial Statements.
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Intersegment Services

AESC was incorporated in Maryland in 1963 as a service company for AE. AE, AE Supply, AGC, the
Distribution Companies, Allegheny Ventures and their respective subsidiaries have no employees. These
companies reimburse AESC at cost for services provided to them by AESC’s employees. AESC had
approximately 5,100 employees as of December 31, 2004.

The PJM Market and the Distribution Companies’ PLR Obligations

Allegheny’s business has been significantly influenced by state and federal deregulation initiatives,
including the implementation of retail choice and plans to transition from cost-based to market-based rates, as
well as by the development of wholesale electricity markets and RTOs, particularly PJM.

The Distribution Companies have PLR obligations to their customers in Pennsylvania, Maryland, Virginia
and Ohio. AE Supply has long-term contracts with the Distribution Companies under which AE Supply provides
the Distribution Companies with the majority of the power necessary to meet their PLR obligations. A majority
of Allegheny’s generation assets participate in the PJM system, and most of the power that the Generation and
Marketing segment generates is sold into PJM. Allegheny expects to sell power in excess of the Distribution
Companies’ PLR obligations at market prices. Prevailing market prices are generally higher than the capped rates
currently applicable to these PLR obligations.

For a more detailed discussion, see “Management’s Discussion and Analysis of Financial Condition and
Results of Operations—Overview.”

Challenges and Response

Prior to 1999, Allegheny functioned as an integrated regulated utility within its service area. In response to
federal and state deregulation initiatives, however, Allegheny separated its energy generation business from its
T&D business by transferring generation assets to AE Supply. Allegheny’s former senior management sought to
transform AE Supply into a national power merchant in order to capitalize on these regulatory and other energy
industry trends. As part of this strategy, AE Supply acquired generation assets, which collectively expanded
Allegheny’s owned or controlled generation capacity by nearly one-third. AE Supply also began construction of
new generation facilities. In addition, AE Supply purchased the energy trading division of Merrill Lynch in 2001.
With this acquisition, the focus of AE Supply’s energy trading shifted from asset backed, short-term trading in
and around its generation assets to more speculative trading activities. This expansion was financed primarily
through debt.

Beginning in 2002, difficult market conditions, changes in the regulatory environment and Allegheny’s
worsening credit profile placed Allegheny in a weakened financial position, which continued during 2003 and
into 2004. Beginning in 2003, Allegheny’s new senior management implemented recovery plans and new long-
term strategies.




Allegheny’s long-term strategy is to focus on its core generation and T&D businesses. Allegheny’s
management believes that this emphasis will enable Allegheny to take advantage of its regional presence,
operational expertise and knowledge of its markets. Specific goals for enhancing long-term value include:

* Restoring Financial Strength. Beginning in 2003, Allegheny significantly improved its liquidity and
overall financial strength. Allegheny’s management believes that it can continue this trend by:

¢ Focusing on the Core Business. Allegheny has reoriented its business to focus on its core
businesses and assets. In 2003, Allegheny exited its speculative trading activities in the Western
U. S. and other energy markets. In addition, Allegheny has sold or is seeking to sell non-core assets.

»  Substantially Reducing and Proactively Managing Debt. Between December 1, 2003 and January
31, 2005, Allegheny repaid approximately $1.2 billion of debt. Allegheny’s goal is to reduce its debt
by an additional $300 million by the end of 2005. Allegheny intends to continue its debt reduction
efforts by applying some of its cash flow from operations and the proceeds from asset sales to the
repayment of debt. The extent to which Allegheny utilizes these alternatives will depend upon the
terms that are available to it and their impact on its financial condition, long-term value and overall
strategy.

e Improving Ligquidity. Allegheny is improving its liquidity through prudent cash management,
opportunistic sales of non-core assets, cutting costs and expenses, extending debt maturities and
obtaining a revolving credit facility. For example, in December 2004, AE Supply completed the sale
of its 672 MW natural gas-fired Lincoln Generating Facility, located in Manhattan, llinois and an
accompanying tolling agreement for $175.0 million in cash, subject to certain post-closing
adjustments. Also in December 2004, AE sold a portion of its interest in OVEC for $102 million in
cash, $96 million of which was received at the closing of the transaction and the remaining $6
million of which is expected to be paid after March 13, 2006, upon the satisfaction of certain
conditions. The proceeds of these transactions were used to repay debt. AE and AE Supply also
completed refinancings in 2004 that extended the maturities and lowered the interest rates of much
of their debt and established a revolving credit facility for AE.

*  Maximizing Operational Efficiency. Allegheny is working to maximize the availability and operational
efficiency of its physical assets, particularly its supercritical generation plants. In addition, Allegheny is
seeking to optimize operations and maintenance costs for its generation facilities and T&D assets and
related corporate functions, to reduce costs and to pursue other productivity improvements necessary to
build a high-performance organization.

*  Maximizing Generation Value. Allegheny is working to maximize the value of the power that it
generates by ensuring full recovery of its costs and a reasonable return through the traditional rate-
making process for its regulated utilities, as well as through the transition to market-based rates for AE
Supply and its subsidiaries.

* Managing Envirenmental Compliance and Risks. Allegheny is working to effectively manage its
environmental compliance efforts to ensure continuing compliance with applicable federal and state
regulations while controlling its compliance costs, reducing emissions levels and minimizing its risk
exposture.

*  Rebuilding the Management Team. Allegheny rebuilt its management team in 2003 and 2004.




Where You Can Find More Information

AE files or furnishes Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on
Form 8-K, proxy statements and other information with or to the SEC. You may read and copy any document
that AE files with the SEC at the SEC’s public reference room at 450 Fifth Street, N.W., Washington, D.C.
20549. Please call the SEC at 1-800-SEC-0330 for further information on the public reference room. These SEC
filings are also available to the public from the SEC’s Web site at http:/www.sec.gov.

The Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, proxy
statements, statements of changes in beneficial ownership and other SEC filings, and any amendments to those
reports, that AE files with or furnishes to the SEC under the Exchange Act are made available free of charge on
AE’s Web site at http://www.alleghenyenergy.com as soon as reasonably practicable after they are electronically
filed with, or furnished to, the SEC. Audited annual financial statements for AE Supply and West Penn, neither
of which is a reporting company under the Exchange Act, also will be available on AE’s Web site. AE’s Web site
and the information contained therein are not incorporated into this report.




SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

In addition to historical information, this report contains a number of forward-looking statements as defined
in the Private Securities Litigation Reform Act of 1995. Words such as anticipate, expect, project, intend, plan,
believe and words and terms of similar substance used in connection with any discussion of future plans, actions
or events identify forward-looking statements. These include statements with respect to:

regulation and the status of retail generation service supply competition in states served by the
Distribution Companies;

financing plans;

demand for energy and the cost and availability of raw materials, including coal;
PLR and power supply contracts;

results of litigation;

results of operations;

internal controls and procedures;

capital expenditures;

status and condition of plants and equipment;

regulatory matters; and

accounting issues.

Forward-looking statements involve estimates, expectations and projections and, as a result, are subject to
risks and uncertainties. There can be no assurance that actual results will not differ materially from expectations.
Actual results have varied materially and unpredictably from past expectations.

Factors that could cause actual results to differ materially include, among others, the following:

changes in the price of power and fuel for electric generation;
general economic and business conditions;
changes in access to capital markets;

complications or other factors that make it difficult or impossible to obtain necessary lender consents or
regulatory authorizations on a timely basis;

environmental regulations;

the results of regulatory proceedings, including proceedings related to rates;

changes in industry capacity, development and other activities by Allegheny’s competitors;
changes in the weather and other natural phenomena;

changes in the underlying inputs and assumptions, including market conditions, used to estimate the fair
values of commodity contracts;

changes in laws and regulations applicable to Allegheny, its markets or its activities;

the loss of any significant customers or suppliers;

dependence on other electric transmission and gas transportation systems and their constraints or
availability;

changes in PIM, including changes to participant rules and tariffs;

the effect of accounting guidance issued periodically by accounting standard-setting bodies; and

the continuing effects of global instability, terrorism and war.
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RISK FACTORS

Allegheny is subject to a variety of significant risks in addition to the matters set forth under “Special Note
Regarding Forward-Looking Statements” above. Allegheny’s susceptibility to certain risks could exacerbate
other risks. These risk factors should be considered carefully in evaluating Allegheny’s risk profile. Risks
applicable to Allegheny include:

Risks Reiating to Regulation

Allegheny is subject to substantial governmental regulation. Compliance with current and future
regulatory requirements and procurement of mecessary approvals, permits and certificates may result in
substantial costs to Allegheny.

Allegheny is subject to substantial regulation from federal, state and local regulatory agencies. Allegheny is
required to comply with numerous laws and regulations and to obtain numerous authorizations, permits,
approvals and certificates from governmental agencies. These agencies regulate various aspects of Allegheny’s
business, including customer rates, service regulations, retail service territories, generation plant operations, sales
of securities, asset sales and accounting policies and practices.

Allegheny is also subject to regulation by the SEC under PUHCA, which imposes a number of restrictions
on the operations of registered utility holding companies and their subsidiaries. These restrictions include a
requirement that, subject to a number of exceptions, the SEC approve in advance securities issuances, financings,
acquisitions and dispositions of utility assets, or of securities of utility companies, and acquisitions by utility
companies of other businesses. With limited exceptions, PUHCA requires that transactions between affiliated
companies in a registered holding company system be performed at cost.

Allegheny cannot predict the impact of any future revision or changes in interpretations of existing
regulations or the adoption of new laws and regulations applicable to it. Changes in regulations or the imposition
of additional regulations could influence Allegheny’s operating environment and may result in substantial costs
to Allegheny.

Allegheny’s costs to comply with environmental laws are significant, and the cost of compliance with
present and future environmental laws could adversely affect its cash flow and profitability.

Allegheny’s operations are subject to extensive federal, state and local environmental statutes, rules and
regulations relating to air quality, water quality, waste management, natural resources and site remediation.
Compliance with these laws and regulations may require Allegheny to expend significant financial resources to,
among other things, meet air emission standards, conduct site remediation, perform environmental monitoring,
purchase emission allowances, use alternative fuels and modulate operations of its generation facilities in order to
reduce emissions. If Allegheny fails to comply with applicable environmental laws and regulations, even if it is
unable to do so due to factors beyond its control, it may be subject to civil liabilities or criminal penalties and
may be required to incur significant expenditures to come into compliance. Alleged violations of environmental
laws and regulations may require Allegheny to expend significant resources defending itself against these claims.

New environmental laws and regulations, or new interpretations of existing laws and regulations, could
impose more stringent limitations on Allegheny’s generation operations or require it to incur significant
additional costs.

Applicable standards under the EPA’s NSR initiatives remain in flux. Under the Clean Air Act, modification
of Allegheny’s generation facilities in a manner that causes increased emissions could subject Allegheny’s
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existing facilities to the far more stringent NSR standards applicable to new facilities. The EPA has taken the
view that many companies, including many energy producers, have been modifying emissions sources in
violation of NSR standards in connection with work believed by the companies to be routine maintenance:

On May 20, 2004, AE, AE Supply, Monongahela and West Penn received a Notice of Intent to Sue from the
Attorneys General of Connecticut, New Jersey and New York and the Pennsylvania Department of
Environmental Protection (“PADEP”) alleging that they made major modifications to some of their coal-fired
generation facilities in West Virginia and Pennsylvania in violation of the Prevention of Significant Deterioration
provisions of the Clean Air Act. On September 8, 2004, AE, AE Supply, Monongahela and West Penn received a
separate Notice of Intent to Sue from the Maryland Attorney General that essentially mirrored the previous
Notice.

AE Supply and Monongahela filed a declaratory judgment action against the Attorneys General of New
York, Connecticut and New Jersey in federal district court in West Virginia on January 6, 2005. This action
requests that the court declare that AE Supply’s and Monongahela’s coal-fired power plants in West Virginia and
Pennsylvania are in compliance with the Clean Air Act. The Attorneys General have filed a motion to dismiss the
declaratory judgment action. If the action is dismissed based upon their motion, the Attorneys General may file
an enforcement action against Allegheny in federal court in Pennsylvania. It is also possible that the EPA and
other state authorities may join in the current declaratory judgment action or, if it is dismissed, a new action filed
by the Attorneys General.

In December 2004, Pennsylvania adopted Renewable Portfolio Standard legislation. The new legislation
requires that, by 2020, 18% of the energy used in Pennsylvania be derived from renewable and alternative
sources. The new legislation includes a five-year exemption from this requirement for companies, such as the
Distribution Companies, that are operating within transition periods under the current regulations governing the
transition to market competition in Pennsylvania. The full requirement will apply to those companies when the
applicable transition periods end. The legislation also includes a provision that will allow the Pennsylvania PUC
to modify or eliminate these obligations if alternative energy sources are not reasonably available. Similar
legislation has been adopted in Maryland. The Maryland law goes into effect on the later of the termination of the
applicable transition period or July 1, 2006. See “Regulatory Framework Affecting Allegheny” below.

In addition, Allegheny incurs costs to obtain and comply with a variety of environmental permits, licenses,
inspections and other approvals. If there is a delay in obtaining any required environmental regulatory approval,
or if Allegheny fails to obtain, maintain or comply with any required approval, operations at affected facilities
could be halted or subjected to additional costs.

For additional information regarding environmental matters, see “Environmental Matters” below.
Shifting state and federal regulatory policies impose risks on Allegheny’s operations and capital structure.

Allegheny’s operations are subject to evolving regulatory policies, including initiatives regarding
deregulation of the production and sale of electricity and the restructuring of transmission regulation. State or
federal regulators may also take regulatory action as a result of the power outages that affected the Northeast and
Midwest United States and Canada in August 2003. Any new requirements arising from these actions could lead
to increased operating expenses and capital expenditures, the amount of which cannot be predicted at this time.

The continuation of below-market retail rate caps beyond the original scheduled end of transition periods
could have adverse consequences for Allegheny. In the absence of a long-term power supply contract with a
power generator, the Distribution Companies must purchase their power requirements at negotiated or market
prices, whether from AE Supply or an alternative supplier. If retail rates are capped below the prices at which the
Distribution Companies can obtain power, the power will be sold at a loss. Legislators, regulators and consumer
and other groups have sought to extend retail rate regulation in the states in which the Distribution Companies do
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business through a variety of mechanisms, including through the extension of the current rate cap regimes, which
are set below current market prices. Allegheny cannot predict to what extent these efforts will be successful. See
“Regulatory Framework Affecting Allegheny” below.

Delays, discontinuations or reversals of electricity market restructurings in the markets in which Allegheny
operates could have a material adverse effect on its results of operations and financial condition. At a minimum,
these types of actions raise uncertainty concerning the continued development of competitive power markets.
Given Allegheny’s multi-state operations and asset base, re-regulation of restructured obligations could prove
intricate and time-consuming and could lead to complications within its capital structure.

In addition, as a result of FERC’s efforts to implement a long-term rate design for the Midwest and Mid-
Atlantic regions, the Distribution Companies may not fully recover their transmission costs and may have costs
shifted to them from other transmission owners. Due to capped rates and the timing of state rate cases, the
Distribution Companies may not be able to pass through increased transmission costs to these retail customers for
some period of time.

Risks Related to Allegheny’s Substantial Debt
Covenants contained in Allegheny’s principal financing agreements restrict its operating, financing and
investing activities.

Allegheny’s principal financing agreements contain restrictive covenants that limit its ability to, among
other things:

e borrow funds;

e incur liens and guarantee debt;

° enter into a merger or other change of control transaction;

s make investments;

s prepay debt;

> amend contracts; and

o pay dividends and other distributions on its equity securities.

These agreements limit Allegheny’s ability to implement strategic decisions, including its ability to access
capital markets or sell assets without using the proceeds to reduce debt. In addition, Allegheny is required to
meet certain financial tests under some of its loan agreements, including interest coverage ratios and leverage

ratios. Allegheny’s failure to comply with the covenants contained in its financing agreements could result in an
event of default, which could materially and adversely affect its financial condition.

Allegheny’s substantial debt could adversely affect its ability to operate successfully and meet contractual
obligations.

Allegheny is substantially leveraged. One of its principal challenges is to manage its debt while continuing
the long-term process of reducing the amount of its debt. At December 31, 2004, Allegheny had $5.0 billion of
debt on a consolidated basis (including discontinued operations). Approximately $700 million of that amount
represented AE’s obligations, $2.8 billion represented debt of AE Supply and AGC and the remainder constituted
debt of one or more of the Distribution Companies.

Allegheny’s substantial debt could have important consequences to it. For example, it could:

o make it more difficult for Allegheny to satisfy its obligations under the agreements governing its debt;
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» require Allegheny to dedicate a substantial portion of its cash flow from operations to payments on its
debt, thereby reducing the availability of its cash flow for working capital, capital expenditures and
other general corporate purposes;

* limit Allegheny’s flexibility in planning for, or reacting to, changes in its business, regulatory
environment and the industry in which it operates;

+ place Allegheny at a competitive disadvantage compared to its competitors that have less debt;
» limit Allegheny’s ability to borrow additional funds; and

* increase Allegheny’s vulnerability to general adverse economic, regulatory and industry conditions.
Allegheny may be unable to engage in desired financing transactions.

Allegheny has substantial debt service obligations for the foreseeable future and may need to engage in
refinancing and capital-raising transactions in order to pay interest and retire principal. Allegheny also may
undertake other types of financing transactions in order to meet its other financial needs and increase its equity
ratios. Allegheny may be unable to successfully complete financing transactions due to a number of factors,
including:

» its equity ratios, which are below the minimum levels required under its PUHCA financing
authorizations;

* its credit ratings, most of which are currently below investment grade;
* its overall financial condition and results of its operations; and

* volatility in the capital markets.

Allegheny currently anticipates that, in order to repay the principal of its outstanding debt, it may undertake
one or more financing alternatives, such as refinancing or restructuring its debt, selling assets, reducing or
delaying capital investments or raising additional capital. Allegheny can make no assurance that it can complete
any of these types of financing transactions on terms satisfactory to it or at all, that any financing transaction
would enable it to pay the interest or principal on its debt or meet its other financial needs or that any of these
alternatives would be permitted under the terms of the agreements governing its outstanding debt.

Allegheny’s credit ratings and trading market liquidity may make it difficult for it to hedge its physical
power supply commitments and resource requirements.

While Allegheny has made significant progress retiring unnecessary positions in the Western U.S. and other
energy markets, its current credit ratings, together with a lack of market liquidity have made it difficult for it to
retire a small number of remaining energy market positions. Market liquidity has significantly declined over the
past three years. Absent a return to more liquid levels combined with an improvement in Allegheny’s credit
ratings, it may not be possible for Allegheny to retire these remaining positions.

Allegheny’s credit position has also made it difficult for it to hedge its power supply obligations and fuel
requirements. In the absence of effective hedges for these purposes, Allegheny must satisfy power shortfalls in
the spot markets, which are volatile and can be more costly than expected.

Allegheny’s risk management, wholesale marketing, fuel procurement and energy trading activities,
including its decisions to enter into power sales or purchase agreements, rely on models that depend on
judgments and assumptions regarding factors such as the future market prices and demand for electricity and
other energy-related commodities. Even when Allegheny’s policies and procedures are followed and decisions
are made based on these models, its financial position and results of operations may be adversely affected if the
judgments and assumptions underlying those models prove to be inaccurate.
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Risks Relating to Allegheny’s Operations

Allegheny’s generation facilities are subject to umnplanned outages and significant maintenance
requirements.

The operation of power generation facilities involves many risks, including the risk of breakdown or failure
of equipment, fuel interruption and performance below expected levels of output or efficiency. If Allegheny’s
facilities, or the facilities of other parties upon which it depends, operate below expectations, Allegheny may lose
revenues, have increased expenses or fail to receive the amount of power for which it has contracted.

Many of Allegheny’s facilities were originally constructed many years ago. Older equipment, even if
maintained in accordance with good engineering practices, may require significant capital expenditures to
operate at peak efficiency or availability. If Allegheny underestimates required maintenance expenditures or is
unable to make required capital expenditures due to liquidity constraints, it risks incurring more frequent
unplanned outages, higher than anticipated maintenance expenditures, increased operation at higher cost of some
of its less efficient generation facilities and the need to purchase power from third parties to meet its supply
obligations.

Allegheny’s operating results are subject to seasonal and weather fluctuations.

Electrical power generation is generally a seasonal business, and weather patterns can have a material
impact on Allegheny’s operating performance. Demand for electricity peaks during the summer and winter
months, and market prices typically also peak during these times. During periods of peak demand, the capacity of
Allegheny’s generation facilities may be inadequate, which could require it to purchase power at a time when the
market price for power is very high. In addition, although the operational costs associated with the Delivery and
Services segment are not weather-sensitive, the segment’s revenues are subject to seasonal fluctuation.
Accordingly, Allegheny’s annual results and liquidity position may depend disproportionately on its performance
during the winter and summer.

Allegheny’s revenues, costs and results of operations are subject to other risks beyond its control,
including, but not limited to, accidents, storms, natural catastrophes and terrorism.

Much of the value of Allegheny’s business consists of its portfolio of power generation and T&D assets.
Allegheny’s ability to conduct its operations depends on the integrity of these assets. The cost of repairing
damage to its facilities due to storms, natural disasters, wars, terrorist acts and other catastrophic events may
exceed reserves or insurance, if any, for repairs, which may adversely impact Allegheny’s results of operations
and financial condition. Although Allegheny has taken, and will continue to take, reasonable precautions to
safeguard these assets, Allegheny can make no assurance that its facilities will not face damage or disruptions or
that it will have sufficient reserves or insurance to cover the cost of repairs. In addition, in the current
geopolitical climate, enhanced concern regarding the risks of terrorism throughout the economy may impact
Allegheny’s operations in unpredictable ways. Insurance coverage may not cover costs associated with any of
these risks adequately or at all.

The terms of AE Supply’s power sale agreements with the Distribution Companies could require AE
Supply to sell power below its costs or prevailing market prices or require the Distribution Companies to
purchase power at a price above which they can seli power.

In connection with regulations governing the transition to market competition, the Distribution Companies
are required to provide electricity at capped rates to retail customers who do not choose an alternate electricity
generation supplier or who return to utility service from alternate suppliers. The Distribution Companies satisfy
the majority of these obligations by purchasing power from AE Supply under long-term agreements. Those
agreements provide for the supply of a significant portion of the Distribution Companies’ energy needs at the
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mandated capped rates and for the supply of a specified remaining portion at rates based on market prices. The
amount of energy priced at market rates increases over each contract term. The majority of AE Supply’s normal
operating capacity is dedicated to these contracts with the Distribution Companies.

These power supply agreements present risks for both AE Supply and the Distribution Companies. At times,
AE Supply may not earn as much as it otherwise could by selling power priced at capped rates to the Distribution
Companies instead of into competitive wholesale markets. In addition, AE Supply’s obligations under these
power supply agreements could exceed its available generation capacity, which may require AE Supply to buy
power at prices that are higher than the sale prices in the power supply agreements. Changes in customer
switching behavior could also alter AE Supply’s obligations under these agreements. Conversely, the
Distribution Companies’ capped rates may be below current wholesale market prices through the applicable
transition periods. As a consequence, the Distribution Companies may at times pay more for power than they can
charge retail customers and may be unable to pass the excess costs on to their retail customers.

The supply and price of fuel and emissions credits may impact Allegheny’s financial results.

Allegheny is dependent on coal for much of its electric generation capacity. Allegheny has coal supply
contracts in place that partially mitigate its exposure to negative fluctuations in coal prices. Allegheny can make
no assurance, however, that the counterparties to these agreements will fulfill their obligations to supply coal.
The suppliers under these agreements may experience financial or technical problems that inhibit their ability to
fulfill their obligations. In addition, the suppliers under these agreements may not be required to supply coal to
Allegheny under certain circumstances, such as in the event of a natural disaster. If Allegheny is unable to obtain
its coal requirements under these contracts, it may be required to purchase coal at higher prices, which could
have a material adverse effect on its financial condition, cash flow and results of operations.

Allegheny estimates that it may purchase sulfur dioxide (**SO,”) emission allowances for up to 50,000 tons
for 2005 and an average of approximately 100,000 tons per year for 2006 through 2008. Allegheny’s allowance
needs, to a large extent, are affected at any given time by the amount of output produced, and the type of fuel
used, by its generation facilities. Fluctuations in the availability or cost of emission allowances could have a
material adverse effect on Allegheny’s results of operations, cash flows and financial condition.

Allegheny is currently involved in significant litigation that, if not decided favorably te Allegheny, could
materially adversely affect its results of operations, cash flows and financial condition.

Allegheny is currently involved in a number of lawsuits, including lawsuits relating to breach of contract
and its involvement in the energy trading business. Allegheny intends to vigorously pursue these matters, but the
resuits of these lawsuits cannot be determined. Adverse outcomes in these lawsuits could require Allegheny to
make significant expenditures and could have a material adverse effect on its results of operations, cash flows
and financial condition. See “Legal Proceedings.”

The Distribution Companies and other AE subsidiaries are and may become subject to legal claims arising
from the presence of asbestos or other regulated substances at some of their facilities.

The Distribution Companies have been named as defendants in pending asbestos litigation involving
multiple plaintiffs and multiple defendants. In addition, asbestos and other regulated substances are, and may
continue to be, present at Allegheny-owned facilities where svitable alternative materials are not available.
Allegheny’s management believes that any remaining asbestos at Allegheny-owned facilities is contained. The
continued presence of asbestos and other regulated substances at Allegheny-owned facilities, however, could
result in additional actions being brought against Allegheny. See “Legal Proceedings.”
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Aliegheny may be required to make significant contributions to satisfy underfunded pension liabilities.

Allegheny’s underfunded pension liabilities have increased in recent periods due to declining interest rates
and financial market performance and because of the implementation of early retirement initiatives to reduce
headcount. Allegheny made a total contribution to pension plans during 2004 of $27.7 million, including $0.3
million to the SERP. Minimum required funding contributions are anticipated to increase beyond 2004. However,
these anticipated mandatory contributions will change in the future if Allegheny’s assumptions regarding
prevailing interest rates change, if actual investments under-perform or out-perform expectations or if actuarial
assumptions or asset valuation methods change.

Allegheny also contributed $28.1 million to its postretirement benefits other than pensions in 2004. These
costs may increase in 2005.

Changes in PJM market policies and rules may impact Allegheny’s financial results.

Substantially all of Allegheny’s generation assets and power supply obligations are located within the PIM
market. Any changes in PJM policies or market rules, including changes that are currently under consideration by
FERC, could adversely affect Allegheny’s financial results.

Energy companies are subject to adverse publicity, which may make Allegheny vulnerable to negative
regulatory and litigation outcomes.

The energy sector has been the subject of highly-publicized allegations of misconduct. Negative publicity of
this nature may make legislatures, regulatory authorities and tribunals less likely to view energy companies
favorably, which could cause them to make decisions or take actions that are adverse to Allegheny. Power °
outages, such as those that affected the Northeast and Midwest United States and Canada in August 2003, could
exacerbate negative sentiment regarding the energy industry.

Allegheny is dependent on its ability to successfully access capital markets. An inability to access capital
may adversely affect Allegheny’s business.

Allegheny relies on access to the capital markets as a source of liquidity and to satisfy any of its capital
requirements that are not met by the cash flow from its operations. Capital market disruptions, or a downgrade in
Allegheny’s credit ratings, could increase Allegheny’s cost of borrowing or could adversely affect its ability to
access one or more financial markets. Disruptions to the capital markets could include, but are not limited to:

e arecession or an economic slowdown;

o the bankruptcy of one or more energy companies or highly-leveraged companies;
o significant increases in the prices for oil or other fuel;

o aterrorist attack or threatened attacks;

o asignificant transmission failure; or

o changes in technology.

Risks Relating to Internal Contrels and Procedures and Operational Enhancements

Allegheny’s internal controls and procedures have been substantially deficient, and it continues to expend
significant resources to improve internal controls and procedures.

In August 2002, Allegheny’s independent registered public accounting firm, PricewaterhouseCoopers LLP
(“PwC™), advised Allegheny that it considered AE’s and its subsidiaries’ internal controls to have material
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weaknesses. The term “material weakness” refers to an organization’s internal control deficiency in which the
design or operation of a component of internal control does not reduce to a relatively low level the risk that a
material misstatement may be contained in the organization’s financial statements. In March 2004, PwC advised
AE’s Audit Committee that although management had made significant progress in addressing the specific
control weaknesses previously identified, not all of these deficiencies had been remedied and certain internal
control weaknesses remained. In September 2004, PwC advised AE’s Audit Committee that certain material
weaknesses remained and required remediation. As of December 31, 2004, these material weaknesses have been
remediated, although some deficiencies remain. Allegheny intends to expend additional resources to further
improve its internal controls.

Refocusing its business subjects Allegheny te risks and uncertainties,

Since late 2002, Allegheny has been reassessing the business environment, its position within the energy
industry and its relative strengths and weaknesses. As a result of this reassessment, Allegheny has implemented
significant changes to its operations as part of its overall strategy to function as an integrated utility company, to
the extent practicable and permissible under relevant regulatory constraints. For example, Allegheny has reduced
the size of its workforce and made substantial changes to senior management. Additional changes to Allegheny’s
business will be considered as management seeks to strengthen financial and operational performance. These
changes may be disruptive to Allegheny’s established organizational culture and systems. In addition,
consideration and planning of strategic changes diverts management attention and other resources from day to
day operations.

Allegheny may engage in sales of assefs and businesses; however, market conditions and other factors may
hinder this strategy.

Allegheny may continue to sell non-core assets. Sales prices for energy assets and businesses could fluctuate
due to prevailing conditions. Asset sales under poor market conditions could result in substantial losses. Buyers
also may find it difficult to obtain financing to purchase these assets. As part of any asset sale, Allegheny faces
challenges associated with valuing the assets correctly and limiting its environmental or other retained liabilities.
These transactions also may divert management attention and other resources from day to day operations.

Several factors specific to Allegheny could make asset sales particularly challenging. Allegheny and
potential purchasers are subject to regulatory approvals, which can impose delays and structuring complications
on asset sale transactions. Potential buyers may be reluctant to enter into agreements to purchase assets from
Allegheny if they believe that required consents and approvals will result in significant delays or uncertainties in
the transaction process.

Allegheny may fail to realize the benefits that it expects from its cost-savings initiatives.

Allegheny has undertaken and expects to continue to undertake cost-savings initiatives. However,
Allegheny can make no assurance that it will realize on-going cost savings or any other benefits from these
initiatives. Even if Allegheny realizes the benefits of its cost savings initiatives, any cash savings that it achieves
may be offset by other costs, such as environmental compliance costs and higher fuel, operating and maintenance
costs, or could be passed on to customers through revised rates. Staff reductions may reduce Allegheny’s
workforce below the level needed to effectively manage its business and service its customers. Allegheny’s
failure to realize the anticipated benefits of its cost-savings initiatives could have a material adverse effect on its
business, results of operations and financial condition.




ALLEGHENY’S SALES AND REVENUES

The Generation and Marketing Segment’s Sales and Revenues

The Generation and Marketing segment had operating revenues of $1,538.7 million and $956.2 million in
2004 and 2003, respectively. For more information regarding the Generation and Marketing segment’s operating
revenues, see “Management’s Discussion and Analysis of Financial Condition and Results of Operations™ and
Note 12, “Business Segments,” to the Consolidated Financial Statements.

The Delivery and Services Segment’s Sales and Revenues

The Delivery and Services segment had operating revenues of $2,764.1 million and $2,705.8 million in
2004 and 2003, respectively. These revenues included revenue from electric sales, regulated natural gas sales and
unregulated services. The following tables describe the segment’s kWh sales and revenues from electric sales:

kWh sales (in miliions): 2004 2003 % Change
Retail:
Residential ............. ... ... .. ........ 16,047 15,633 2.6
Commercial . ... . e 10,514 10,171 3.4
Industrial ...... ... .. ... ... . ... . ... 20,539 20,117 2.1
Streetlighting .. ......... . il 102 102 —
Subtotalretail ......................... 47,202 46,023 2.6
Transmission and bulk power . ............. ... ... 4,119 5,683 1.5
Wholesale andother ............................ 20 491 (95.9)
Total ... . 51,341 52,197 (1.6)
Revenues (in millions): 2004 2003 % Change
Retail:
Residential ......... ... ... ... ... ... ..., $1,109.2  $1,078.4 29
Commercial .. ........ ... ... ... ... ...... 615.7 599.0 2.8
Industrial ....... .. .. .. ... .. .. . . 831.7 813.3 2.3
Streetlighting . ........... ... 15.0 14.8 1.4
Subtotal retail ......................... $2,571.6  $2,505.5 2.6
Transmission and bulk power ..................... 1271 121.8 44
Wholesaleandother ............................ 0.7 13.8 (94.9)
Unregulated services . .. ...t 40.0 42.6 (6.1)
Other affiliated and nonaffiliated energy services .. ... 24.7 22.1 11.8
Total ... $2,764.1  $2,705.8 2.2

Intersegment Eliminations

(in millions): 2004 2003 % Change
Revenues ..........oiiiiinin i $(1,546.7)  $(1,479.7) 4.5
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Revenues from natural gas sales have been reclassified to discontinued operations. These revenues included:

2004 2003 % Change
Natural gas—Bcf sales:
Residential ...... ... . . i 17.6 19.1 (7.9)
Commercial . ... ... e e 94 10.1 (6.9)
Industrial .. ... 0. e 02 04 (50.0)
Wholesale . ... ... . i e e 04 0.7 42.9)
Transportationandother ........ ... ... .. .. i o 345 337 24
Total regulated nataral gas—Bcefsales . ........................ 62.1 64.0 (3.0)
Natural gas revenues (in millions):
Residential ........... .0 e $194.2  $169.0 14.9
Commercial . ... 96.4 81.7 18.0
Industrial . ... . e 2.0 33 (39.4)
Wholesale ... ... i e 33 4.6 (28.3)
Transportationandother . ... ... .. ... i 10.5 10.2 29
Total regulated natural gas revenuUes .. .............ovuuveen .. $306.4  $268.8 14.0

For more information regarding the Delivery and Services segment’s revenues, see “Management’s
Discussion and Analysis of Financial Condition and Operating Results” and Note 12, “Business Segments,” to
the Consolidated Financial Statements.
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CAPITAL EXPENDITURES

The table below shows total capital expenditures for Allegheny in 2004 and estimated capital expenditures
for 2005 and 2006, as well as the environmental control expenditures that are included in these capital
expenditures or estimated capital expenditures.

2004 2005 2006
(In milliens) (Actual) (Estimated)
Generaticn and Marketing:
AE Supply
Total .o $ 828 $795 $139.1
Environmental ............. .. ... . i 21.8 39.9 102.1
Monongahela
Total ... . 15.1 244 34.0
Environmental ......... ... ... ... ... .. 54 12.2 27.2
AGC
Total ... oo 9.1 11.7 10.0
Environmental ............. .. .. .. ... .. .. ... .. ... — — —
Total Genreration and Marketing capital expenditures ... $107.0 $1156 $183.1
Deiivery and Services:
Potomac Edison
Total ... $682 $724 §$758
Environmental ......... ... ... ... ... ... ... .. ... 0.6 — —
West Penn
Total ..o 514 60.0 72.0
Environmental ............. .. .. ... ... .. .. . ... 0.2 — —
Monongzhela
Total ... e 39.6 4272 46.6
Environmental ........... ... ... ... . 0.3 — —
Allegheny Ventures
Total . ... 1.3 1.0 1.0
Environmental ............. .. ... ... . . ... ..., — — —
Total Delivery and Services capital expenditures ........ $160.5 $175.6 $195.4
Total capital expenditures . .......................... $267.5 $291.2 $3785

The Delivery and Services segment’s capital expenditures of $160.5 million for 2004 are shown net of $10.8
million in proceeds from the sale of land by WVP.

The Generation and Marketing segment’s capital expenditures include projects at generation facilities for
environmental control upgrades and to remediate or prevent equipment failure. The Delivery and Services
segment’s capital expenditures include projects to upgrade distribution lines and substations, as well as
transmission and subtransmission systems enhancements. The amounts shown above include allowance for funds
used during construction (“AFUDC”) for the Distribution Companies. AFUDC includes the non-cash cost, for
the period of construction, of borrowed funds used for construction purposes and a reasonable rate on other funds
used in construction.

AE Supply ceased construction of, or planning for, several generation projects in 2002 in response to market
conditions, including overcapacity and lower wholesale power prices, and to conserve liquidity. See
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and Note 7, “Asset
Impairments,” to the Consolidated Financial Statements for information regarding charges for discontinued
generation projects.
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ELECTRIC FACILITIES

All of Allegheny’s owned or controlled generation capacity is part of the Generation and Marketing segment
and is owned or controlled by AE, AE Supply, Monongahela or AGC. In addition, the Distribution Companies
are obligated to purchase 479 MW of power through state utility commission-approved arrangements pursuant to
PURPA. This PURPA capacity is part of the Delivery and Services segment. See “PURPA Capacity” below.

Allegheny’s owned and controlled capacity as of December 31, 2004 was 10,851 MW, of which 7,819 MW
(72.1%) were coal-fired, 1,907 MW (17.6%) were natural gas-fired, 1,043 MW (9.6%) were pumped-storage and
hydroelectric and 82 MW (0.7%) were oil-fired. These amounts include capacity to which AE Supply is entitled
in conjunction with AE’s sale of a portion of its interest in OVEC.

AE holds a 3.5% equity stake in, and is a sponsoring company of, OVEC. Currently, AE Supply and
Monongahela are entitled to 9% (203 MW) and 3.5% (78 MW), respectively, of OVEC capacity. OVEC supplies
power to its sponsoring companies under an intercompany power agreement that expires on March 12, 2006. In
December 2004, AE sold a 9% equity interest in OVEC to Buckeye Power Generating, LLC (“Buckeye”). In
addition, AE Supply assigned to Buckeye all of its rights and obligations under a new OVEC intercompany
power agreement effective on March 13, 2006. AE Supply retained its rights under the current agreement to 9%
of the power from the OVEC electric generation facilities through March 12, 2006.

In December 2004, AE Supply sold its subsidiary, Allegheny Energy Supply Lincoln Generating Facility,
LLC (“Lincoln”). Lincoln’s assets included the 672 MW natural gas-fired Lincoln Generating Facility located in
Manbhattan, Illinois. AE Supply is also currently seeking to sell its Gleason Generating Facility in Gleason,
Tennessee and its Wheatland Generating Facility in Wheatland, Indiana.
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The following table shows the nominal maximum operational generation capacity owned or controlled by
Allegheny, as of December 31, 2004. This generation is included in the Generation and Marketing segment.

Nominal Maximum Operational Generation Capacity (MW)

Project Regulated Unregulated Comii::c?ment
Statioms Units  Total Monongahela  AE Supply and Other Dates (a)
Coal-Fired (Steam):
Harrison (Haywood, WV) ............... 3 1,961 417 1,544 1972-74
Hatfield’s Ferry (Masontown, PA) . ... ... .. 3 1,710 400 1,310 1969-71
Pleasants (Willow Island, WV) ........... 2 1,300 277 1,023 1979-80
Fort Martin (Maidsville, WV) . ........... 2 1,107 212 895 1967-68
Armstrong (Adrian, PA) . ................ 2 356 356 1958-59
Albright (Albright, WV) ... ... ... ..., 3 292 184 108 1952-54
Mitchell (Courtney, PA) ................. 1 288 . 288 1963
Ohio Valley Electric Corp. (Chelsea, OH)
(Madison, IN) (b) ........ ... .. ... ... 11 280 78 202
Willow Island (Willow Island, WV) .. .. ... 2 243 207 36 1949-60
Rivesville (Rivesville, WV) .............. 2 142 121 21 1943-51
R. Paul Smith (Williamsport, MD) ........ 2 116 116 1947-58
Hunlock (Hunlock Creek, PAY(c) ......... 1 24 24 1957
Pumped-Storage and Hydro:
Bath County (Warm Springs, VA) () ...... 6 985 227 758 1985; 2001
Lake Lynn (Lake Lynn, PA)(e) ........... 4 52 52 1926
Green Valley Hydro (f) ................. 21 6 6 Various
Gas-Fired:
AE Nos. 3,4 & 5 (Springdale, PA) ........ 3 540 540 2003
Gleason (Gleason, TN) .. ................ 3 526 526 2001
Wheatland (Wheatland, IN) .............. 4 512 512 2001
AE Nos. 1 & 2 (Springdale, PA) .......... 2 88 88 1999
AENos. 8 &9 (Gans,PA) ............... 2 88 88 2000
AE Nos. 12 & 13 (Chambersburg, PA) ... .. 2 88 88 2001
Buchanan (OGakwood, VA)(g) ............ 2 43 43 2002
Hunlock CT (b) (Hunlock Creek, PA) ... ... 1 22 22 2000
Qil-Fired (Steam):
Mitchell (Courtney, PAY ... ... ... ... 1 82 82 1949
Total Capacity . ................... 85 10,851 2,123 8,728

(a) When more than one year is listed as a commencement date for a particular station, the dates refer to the
years in which operations commenced for the different units at that station.

(b) This figure represents capacity entitlement through AE’s ownership of OVEC shares. In December 2004,
AE sold a 9% equity interest in OVEC. However, AE Supply will retain its right to 9% of the power from
OVEC electric generation facilities through March 12, 2006. AE holds a 3.5% equity interest in OVEC,
which entitles Monongahela to 3.5% of the power from OVEC generation facilities.

(c) This figure represents capacity entitiement of Allegheny Energy Supply Hunlock Creek, LLC (“Hunlock™)
through its 50% ownership in Hunlock Creek Energy Ventures, LLC (“Hunlock Creek”). Hunlock’s
entitlement to Hunlock Creek output at maximum generation capacity is indicated on the table for the steam
and natural gas-fired facilities. This output is sold exclusively to AE Supply.

(d) This figure represents capacity entitiement through ownership of AGC.

(e) AE Supply has a license for Lake Lynn through 2024.

(f) Green Valley Hydro’s license for hydroelectric facilities Dam No. 4 and Dam No. 5, located in West
Virginia and Maryland will expire November 30, 2024. Potomac Edison has licenses through 2024 for the
Shenandoah, Warren, Luray and Newport projects located in Virginia.
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(g) Buchanan Energy Company of Virginia, LLC, a subsidiary of AE Supply (“Buchanan”), is part-owner of
Buchanan Generation LLC (“Buchanan Generation™). Consol Energy, Inc. and Buchanan bhave equal
ownership interests in Buchanan Generation. AE Supply operates and dispatches 100% of Buchanan
Generation’s 86 MW.

Significant 2004 Outages

On November 3, 2003, a fire occurred in Unit No. 2 at the Hatfield’s Ferry generation station located near
Masontown, Pennsylvania. Hatfield’s Ferry Unit No. 2 is a 570 MW coal-fired generation unit owned by AE
Supply and Monongahela. As a result of the fire, the unit’s generator, turbine and certain associated equipment
sustained significant damage. On February 9, 2004, a generator failure occurred in Unit No. 1 at the Pleasants
generation station located in Willow Island, West Virginia. Pleasants Unit No. 1 is a 650 MW coal-fired
generation unit owned by AE Supply and Monongahela. As a result of the generator failure, the unit’s generator
and associated equipment sustained damage. Both units returned to service in June 2004.

As a result of these outages, Allegheny had less power to sell into the PYM market, and its operating results
were adversely affected. The estimated lost revenues (net of fuel cost savings) associated with the Hatfield’s
Ferry and Pleasants outages were approximately $58 million and $35 million, respectively, for 2004. Allegheny
continues to pursue additional insurance recoveries in connection with these outages.

PURPA Capacity

The following table shows additional generation capacity available to the Distribution Companies through
state utility commission-approved arrangements pursuant to PURPA. PURPA requires electric utility companies,
such as the Distribution Companies, to interconnect with, provide back-up electric service to and purchase
electric capacity and energy from qualifying small power production and cogeneration facilities. The amounts
shown in this table are included in the Delivery and Services segment. See “Regulatory Framework Affecting
Allegheny—Federal Regulation and Rate Matters—PURPA” below.

Allegheny Company
Purchaser
AE PURPA
Supply  Contract
Project Potomac West And  Termination
PURPA Stations Total Monongahela Edison M Other Date
Coal-Fired: Steam
AES Warrior Run (Cumberland, MDY @) ............ 180 180 02/10/2030
AES Beaver Valley (Monaca, PA) ................. 125 125 12/31/2016
Grant Town (Grant Town, WV) ... ................ 80 80 05/28/2028
West Virginia University (Morgantown, WV) ........ 50 50 04/17/2027
Hydro:
Hannibal Lock and Dam (New Martinsville, WV) . .. .. 31 31 06/01/2034
Allegheny Lock and Dam 6 (Freeport, PA) .......... 7 7 06/30/2034
Allegheny Lock and Dam 5 (Freeport, PA) .......... _ 6 L 6 09/30/2034
Total PURPA Capacity ......................... 479 161 180 138 0

(a) As required under the terms of a Maryland restructuring settlement, Potomac Edison began to offer the 180
MW output of the AES Warrior Run project to the wholesale market beginning July 1, 2000 and will
continue to do so for the term of the AES Warrior Run contract, which ends on February 10, 2030. Revenue
received from the sale reduces the AES Warrior Run surcharge paid by Maryland customers. As of Jannary
1, 2005, AES Warrior Run output is being sold to a non-affiliated third party.
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The following table sets forth the existing miles of tower and pole T&D lines and the number of substations
of the Distribution Companies and AGC as of December 31, 2004:

Total Miles Number of
Consisting of Transmission and
Above- Total 500-Kilovolt Distribution

Underground Ground Miles (kV) Lines Substations
Monqngahela ............................ 665 23,172 23,837 246 261
PotomacEdison .......................... 4,415 17,644 22,059 178 201
WestPenn ............. ... ... i 2,505 24,021 26,526 276 615
AGC@) ..o 0 87 87 _S'Z 1

Total ....... ... ... L 7,585 64,924 72,509 187 1,168

(a) Total Bath County transmission lines, of which AGC owns an undivided 40% interest and Virginia Electric
and Power Company owns the remainder.

The Distribution Companies’ transmission network has 12 extra-high-voltage (345 kV and above) and 31
lower-voltage interconnections with neighboring utility systems.
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FUEL, POWER AND RESOURCE SUPPLY

Generation and Marketing Segment
Coal Supply

Allegheny purchased 16.9 million tons of coal in 2004 at an average price of $30.53 per ton delivered.
Allegheny purchased this coal primarily from mines in Pennsylvania, West Virginia and Ohio. However,
Allegheny considers sources of coal supply from other viable regions. During 2004, Allegheny conducted test
burns of Powder River Basin coal from Wyoming at several generation facilities.

Historically, Allegheny has purchased coal from a limited number of suppliers. Of Allegheny’s coal
purchases in 2004, 76% came from subsidiaries of two companies, the larger of which represented 58% of the
total tons purchased. As of February 17, 2005, Allegheny had contracts in place for the delivery of approximately
17 million tons of coal in 2005 at an average price of $34.70 per ton delivered. This represents approximately
95% of estimated coal to be consumed in 2005. Due to various industry factors, including increased mining costs,
rail transportation constraints and operational difficulties, some coal suppliers are under increased financial
pressure, which has had, and may continue to have, negative effects on coal supplier performance.

As existing long-term contracts expire, Allegheny plans to enter into multi-year contracts to secure a reliable
coal supply. These new arrangements are expected to be at higher prices than the expiring contracts.

Allegheny owns undeveloped coal reserves estimated to contain in excess of 120 million tons of higher
sulfur coal recoverable by deep mining. Allegheny is evaluating a number of alternatives related to these
undeveloped reserves.

Natural Gas Supply

AE Supply purchases natural gas services to supply its natural gas-fired facilities. In 2004, AE Supply
purchased its natural gas requirements principally in the spot market. In addition, one of AE Supply’s
subsidiaries has a month-to-month natural gas agreement in place with a supplier. The natural gas provided under
this agreement is used at the Buchanan facility.

Natural Gas Transportation Contracts

Dominion Transmission Transportation Contract. AE Supply has a long-term agreement with Dominion
Transmission, Inc. for the transportation of natural gas under a tariff approved by FERC. This agreement
provides for the transportation of 95,000 decatherms of natural gas per day through May 31, 2013, from Oakford,
Pennsylvania to AE Supply’s combined cycle plant in Springdale, Pennsylvania.

Equitable Gas Transportation Contract. AE Supply has a long-term agreement with Equitable Gas
Company, a division of Equitable Resources, Inc., for the transportation of natural gas under a tariff approved by
FERC. This agreement provides for transportation of 90,000 decatherms of natural gas per day through
December 31, 2012 from Greene County, Pennsylvania to the Hatfield’s Ferry generation station in Masontown,
Pennsylvania. This transportation agreement was purchased for anticipated natural gas reburn opportunities at
Hatfield’s Ferry. Natural gas reburn reduces NOx emissions at a generation station by using natural gas instead
of coal for a portion of the generation station’s anticipated fuel requirements. This process is used at Hatfield’s
Ferry when the price of natural gas makes reburn economic relative to other NOx emission management
activities.

El Paso Transportation Contract. AE Supply has a long-term agreement with El Paso Natural Gas
Company for the transportation of natural gas under tariffs approved by FERC. This agreement provides for the
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transportation of gas from western Texas and northern New Mexico to the southern California border and was
purchased for anticipated natural gas deliveries to the La Paz combined-cycle generation facility in Arizona. This
project has been cancelled. In August 2003, AE Supply obtained a permanent release of approximately 85% of its
capacity obligation under this contract. In November 2004, AE Supply entered into a release for the balance of
this capacity.

Kern River Transportation Contract. AE Supply has a long-term agreement with Kern River Gas
Transmission Company for the transportation of natural gas under a tariff approved by FERC. This agreement
provides for the transportation of 45,122 decatherms of natural gas per day through April 30, 2018 from Opal,
Wyoming to Nevada and southern California. This transportation agreement was purchased for anticipated
natural gas deliveries into southern California and at the Las Vegas Cogeneration II combined-cycle generation
facility in Las Vegas, Nevada. In June 2004, AE Supply entered into a long-term capacity release for the full
contract volume through October 2007. AE Supply recorded charges of $15.5 million related to this release in
2004.

The Delivery and Services Segment
Electric Power

Allegheny reorganized its corporate structure in response to electric utility deregulation within its service
area between 1999 and 2001. The Distribution Companies, with the exception of Monongahela and its West
Virginia generation assets, do not produce their own power. Monongahela transferred a portion of its generation
assets relative to its Ohio and FERC generation assets, including a portion of its ownership interest in AGC, to
AE Supply in 2001. Potomac Edison transferred substantially all of its generation assets to AE Supply in 2000.
West Penn transferred all of its generation assets to AE Supply in 1999.

The Distribution Companies are obligated to provide electricity at capped rates to customers who do not
retain an alternate electricity generation supplier during the applicable deregulation transition period. The
transition periods vary across Allegheny’s service area.

* Monongahela. In Ohio, the transition period for residential and small business customers ends on
December 31, 2005. See ‘“Regulatory Framework Affecting Allegheny—State Legislation and
Regulatory Developments,” below for information regarding the termination of the transition periods for
commercial and industrial customers in Ohio.

* Potomac Edison. In Maryland, the transition period for residential customers ends on December 31,
2008. The transition period for commercial and industrial customers ended December 31, 2004. In
Virginia, the transition period ends on December 31, 2010.

*  West Penn. In Pennsylvania, the transition period terminates at the end of 2008 for all customers,
pending resolution of a Joint Petition for Settlement filed by West Penn and other interested parties in
September 2004, which seeks to extend the transition period and increase applicable rate caps.

These transition periods could be altered by legislative, judicial or, in some cases, regulatory actions. See
“Regulatory Framework Affecting Allegheny” below.

AE Supply is contractually obligated to provide power to the Distribution Companies during the relevant
state deregulation transition periods under the terms of power supply agreements with the Distribution
Companies. AE Supply also sells power to Potomac Edison to serve customers in Potomac Edison’s West
Virginia service territory. Sales under AE Supply’s power sales agreements with West Penn, Monongahela (with
respect to its Ohio customers) and Potomac Edison currently consume a majority of the normal operating
capacity of AE Supply’s generation assets. These power sales agreements include both fixed price and market-
based pricing components. These pricing components may not fully reflect the cost of supplying this power. As a
result, AE Supply currently absorbs a portion of the risk of fuel price increases and increased costs of
environmental compliance.
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The Distribution Companies purchase a majority of the power required to satisfy their respective PLR
obligations from AE Supply. The purchases are made under the terms of power sales agreements with AE
Supply, which will terminate as set forth in the chart below. When the power sales agreements with AE Supply
terminate, the Distribution Companies will be unable to rely on the previously dedicated supply of power at
specified contract prices to meet their respective power supply requirements.

The arrangements to serve the PLR obligations of the Distribution Companies following the termination of
these agreements have not been determined and are subject to active legislative and regulatory actions in
Pennsylvania and Virginia. In Maryland, a final state commission order that prescribes a wholesale bidding
process to procure market-based full requirements service for end use customers was issued on September 30,
2003. The bid solicitation process began on October 1, 2003. By January 28, 2005, the Distribution Companies
had completed two full bid solicitations, securing PLR service for eligible Maryland commercial and industrial
customers through May 31, 2006.

In Ohio, the market development period for medium to large commercial and industrial customers and
streetlighting terminated on December 31, 2003. PUCQO authorized Monongahela to issue a request for proposals
for wholesale power to supply approximately 130 MW of market-based retail rate service to these customers,
effective January 1, 2004. AE Supply won the competitive bid process to serve the load, subject to approval of its
bid by PUCO. In October 2003, PUCO denied approval of the wholesale bid and new retail rates and continued
the fixed rates for these customer classes until December 31, 2005. See “Regulatory Framework Affecting
Allegheny—State Legislation, Rate Matters and Regulatory Developments,” below for a more detailed
discussion of legal and regulatory actions relating to this matter.

A portion of the Distribution Companies’ PLR obligations is satisfied by PURPA contract purchases. Most
of the rest of the power necessary to meet the PLR obligations of the Distribution Companies and Potomac
Edison’s regulated service obligations in West Virginia is purchased from AE Supply. The table below shows the
percentage of power for each jurisdictional set of customers that was purchased by the Distribution Companies
from AE Supply in 2004:

Percentage of Total

2004 Power Purchases

for PLR Obligations Termination Date of
Distribution from AE Supply by Power Sale Agreement
M State Jurisdiction (%) with AE Supply
Monongahela Ohio 91 December 31, 2005(a)
Potomac Edison Maryland 100 December 31, 2008(b)
Potomac Edison West Virginia N/A December 31, 2017(c)
Potomac Edison Virginia 99 June 30, 2007
West Penn Pennsylvania 95 December 31, 2008

(a) The transition period for most commercial and industrial customers ended on December 31, 2003. This load
is no longer served under the power sales agreement.

(b) The transition period for commercial and industrial customers ended on December 31, 2004. This load is no
longer served under the power sales agreement.

(c) Potomac Edison’s current power sales agreement with AE Supply for West Virginia expires on December
31, 2010. However, Potomac Edison and AE Supply have agreed to a new contract that expires on
December 31, 2017. The effectiveness of that contract is subject to West Virginia PSC and FERC approval.

Natural Gas Supply

In August 2004, Monongahela signed a definitive agreement to sell its natural gas operations in West
Virginia, including Mountaineer, for $141 million in cash and the assumption of approximately $87 million of
long-term debt, subject to certain closing adjustments. The sale is subject to regulatory approval and is expected
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to be completed in mid- to late-2005. These natural gas operations are shown as discontinued operations in the
accompanying financial statements.

Monongahela’s regulated natural gas sales operations are carried out through Mountaineer and its
Monongahela divisions. West Virginia is in the path of major natural gas supply routes from the Gulf of Mexico
to the Northeast, and Monongahela has direct access to the Columbia Gas Transmission Corporation (“Columbia
Gas”) and the Tennessee Gas Pipeline interstate pipeline systems. Monongahela’s principal natural gas
requirements are supplied from wells located in Appalachia and the Gulf of Mexico producing basins.
Monongahela’s ownership of MGS provides direct access to less than 5% of Monongahela’s total annual natural
gas needs. A small part of MGS’ output is sold to third parties. Approximately 75% to 85% of Monongahela’s
natural gas supply requirements are purchased on a forward basis up to 18 months in advance. The remainder,
including MGS production, is purchased on a one-year or more forward basis primarily at index-based prices.

As a result of Allegheny’s past liquidity issues, coupled with natural gas price increases, Monongahela was
required to prepay for some of its future natural gas purchases during 2004. Monongahela believes that it will
have access to sufficient natural gas supplies to meet its anticipated requirements.

Natural Gas Transportation and Storage Capacity

Natural gas purchased from producers or suppliers in the Gulf Coast producing basin/region is transported
through the interstate pipeline systems of Columbia Gas and Columbia Gulf Transmission Company (“Columbia
Gulf”) to Monongahela’s local distribution facilities in West Virginia.

To ensure continuous, uninterrupted service to its customers, Mountaineer has long-term transportation and
storage service agreements with Columbia Gas and Columbia Gulf. These contracts cover a wide range of
transportation services and volumes. Under both Mountaineer’s and WVP’s Purchased Gas Adjustment clauses,
purchased gas costs including transportation and storage services, if prudently incurred, are recovered from the
respective companies’ customers.

Typically, large commercial and industrial end-users of natural gas use natural gas sales and/or
transportation contracts for load management purposes. Under these contracts, users purchase and/or transport
natural gas with the understanding that they may be forced to shut down their use of natural gas or switch to
alternate sources of energy during periods of high demand for natural gas. In addition, during times of
extraordinary supply problems, curtailments of deliveries to some classes of customers (typically large industrial
customers) with interstate transportation contracts may be necessary, but only in accordance with guidelines
established by appropriate federal and state regulatory agencies.




REGULATORY FRAMEWORK AFFECTING ALLEGHENY

The interstate transmission services and wholesale power sales of the Distribution Companies and AE
Supply are regulated by FERC under the Federal Power Act (the “FPA”). The Distribution Companies’ local
distribution service and sales at the retail level are subject to state regulation. The statutory and regulatory
framework affecting these companies has evolved significantly over the past decade, and these changes have
exposed the companies to significant new risks and opportunities.

AE and all of its subsidiaries are aiso subject to the broad jurisdiction of the SEC under PUHCA. In
addition, Allegheny’s communications subsidiary, ACC, is subject, to a limited extent, to the jurisdiction of the
Federal Communications Commission and state communications regulatory commissions. Allegheny is subject
to numerous other iocal, state and federal laws, regulations and rules.

Federal Regulation and Rate Matters

FERC, Competition and RTOs

FERC is an independent agency within the U.S. Department of Energy that regulates the transmission and
wholesale of electricity under the authority of the FPA. Under the FPA, FERC regulates the rates, terms and
conditions of wholesale power sales and transmission services offered by public utilities.

The FPA gives FERC exclusive rate-making jurisdiction over wholesale sales of electricity. Entities such as
the Distribution Companies and AE Supply that sell electricity at wholesale or own transmission facilities are
considered “public utilities” subject to FERC jurisdiction. Public utilities must obtain FERC approval of their
wholesale rate schedules. Rates for transmission service are determined on a cost of service basis, or, if the utility
has demonstrated that it does not have market power, FERC may grant market-based rate authority, which allows
transactions to be priced based on prevailing market conditions.

Over the past decade, FERC has taken a number of steps to foster increased competition within the electric
industry. Among other things, FERC requires public utilities to offer non-discriminatory, open-access
transmission services. In addition, FERC imposed standards of conduct governing communications between
employees conducting transmission functions and employees engaged in wholesale power sale activities. These
standards of conduct are intended to prevent utilities from giving their power marketing businesses preferential
access to transmission system information. FERC also has taken steps to encourage utilities to participate in
RTOs, such as PJM, by transferring control over their transmission assets to RTOs.

Following FERC’s initiative to promote competition, a number of states, including Pennsylvania, Maryland,
Virginia and Ohio, adopted retail access legislation, which permitted utilities to transfer their generation assets to
affiliated companies or third parties. Similar to many other utilities, the Distribution Companies restructured their
businesses in Pennsylvania, Maryland, Virginia and Ohio between 1996 and 2001 to comply with retail
restructuring requirements in those states by, among other things, transferring generation assets serving
customers in those states to AE Supply.

However, this trend toward restructuring and increased competition for retail markets has slowed in
response to events over the past several years. Among other things, significant price volatility (particularly in the
California wholesale market), allegations of improper trading activities and overall declines in electricity demand
and in the economy, generally, have contributed to this slowdown. Market-based competition within the
wholesale markets is now continuing with greater FERC oversight, and some states have moved away from
electricity choice at the retail level by delaying the implementation of retail competition (as in Virginia) or
rejecting it outright (as in West Virginia). Delays, discontinuations or reversals of electricity marketing
restructurings in states in which Allegheny operates could have a material adverse effect on its results of
operation and financial condition. See “State Legislation, Rate Matters and Regulatory Developments” below.
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In April 2002, the Distribution Companies transferred functional control of their transmission assets to PTM.
As part of its approval of the transfer of control, FERC permitted a transmission rate surcharge designed to allow
the Distribution Companies to recover $85 million in revenues that would otherwise not be collectible once they
joined PJM. In 2004, 2003 and 2002, the Distribution Companies recovered approximately $35 million, $27
million and $23 million of these surcharges, respectively. FERC also allowed the Distribution Companies to
collect a surcharge to recover the costs associated with Allegheny’s integration into PJM, which expired at the
end of 2004. Accordingly, the Distribution Companies have fully recovered all of these surcharges as of
December 31, 2004.

The Distribution Companies also may be impacted by recent FERC actions with respect to the transmission
rate design within PIM. Beginning in November 2003, FERC issued a series of orders related to transmission rate
design for the PJIM and Midwest Independent Transmission System Operator regions. Specifically, FERC
ordered the elimination of multiple and additive (i.e., “pancaked”) rates and called for the implementation of a
long-term rate design for the region. In November 2004, FERC rejected long-term regional rate proposals from
the Distribution Companies and others and ordered the continuation of the existing rate design and the
implementation of a transition charge for this region through March 31, 2006. FERC also authorized three
transmission owners to submit filings that would enable them to assess additional transition charges against the
Distribution Companies and other utilities in PJM. Allegheny estimates that these additional charges, if accepted
by FERC, will result in net transmission charges to the Distribution Companies of approximately $0.5 million for
the four-month period ended March 31, 2005 and approximately $8.9 million for the twelve-month period ended
March 31, 2006. In February 2005, FERC accepted these transition charges, effective December 1, 2004, subject
to an evidentiary hearing regarding the data and methodology used to determine the charges and proposed
adjustments. The order expected to be issued by FERC may require the Distribution Companies to refund some
portion of the amounts received from these transition charges or entitle the Distribution Companies to receive
additional revenue from these charges. In addition, the Distribution Companies may be required to pay additional
amounts as a result of surcharges imposed on the transition charges previously billed to the Distribution
Companies.

Substantially all of Allegheny’s generation assets and power supply obligations are located within the PIM
market. Any changes in PJM policies and/or market rules, including changes that are currently under
consideration by FERC, could adversely affect Allegheny’s financial results. These matters include proposed
revisions to PJM’s tariff concerning the auction of financial transmission rights and the allocation mechanism for
the auction revenues; changes in transmission congestion patterns due to the proposed implementation of PIM’s
regional transmission expansion planning protocol or other required transmission system upgrades; the effects
throughout the system of new members joining PJM and new generation retirement rules and reliability pricing
issues.

By September 30, 2005, AE Supply, the Distribution Companies and other Allegheny entities that had
market-based rate authority granted by FERC are required to file a triennial analysis of market power with
FERC. This filing is required as a condition to continuing to sell electric energy at wholesale and market rates.

PUHCA

Any entity that owns, controls or has the power to vote 10% or more of the outstanding voting securities of
an “electric utility company,” or a holding company for an electric utility company, is subject to SEC regulation
under PUHCA.

PUHCA imposes financial and operational conditions and restrictions on many aspects of a registered
holding company system’s business. PUHCA restricts a registered holding company system from expanding into
other businesses by prohibiting it from engaging in activities that are not functionally related to its core business.
PUHCA also requires registered holding company systems to confine themselves to a single integrated public
utility system. Most important in light of Allegheny’s past liquidity issues, PUHCA requires pre-approval from
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the SEC for, among other things, the issuance of debt or equity securities and for the sale or acquisition of utility
assets. The SEC, in certain matters, also requires state approvals as a condition to authorizations, even though
such approvals might not be required under applicable state laws. Thus, the PUHCA approval process introduces
significant lead times into routine transactions under normal circumstances.

Additionally, under PUHCA, the SEC has imposed a common equity to total capitalization ratio on the
utilities that it regulates, thus imposing additional operating constraints not imposed on other utilities.
Allegheny’s current common equity ratio is below the level required under its current financing authorizations,
which has required it to obtain additional authorizations.

Many of Allegheny’s competitors are not regulated under PUHCA and, therefore, do not face these
constraints.

PURPA

PURPA requires electric utility companies such as the Distribution Companies to interconnect with, provide
back-up electric service to and purchase electric capacity and energy from qualifying small power production and
cogeneration facilities that satisfy the eligibility requirements for PURPA benefits established by FERC. State
public service commissions or legislatures establish the rates paid for electric energy purchased from these
qualifying facilities.

The Distribution Companies have committed to purchase 479 MW of qualifying PURPA capacity. In 2004,
payments for PURPA capacity and energy pursuant to these contracts totaled approximately $197.8 million. The
average cost to the Distribution Companies of these power purchases was 5.2 cents/kWh. The Distribution
Companies are currently authorized to recover substantially all of these costs in their retail rates. The Distribution
Companies’ obligations to purchase power from qualified PURPA projects in the future may exceed amounis
they are authorized to recover from their customers, which could result in losses related to the PURPA contracts.

State Legislation, Rate Matters and Regulatory Developments

Pennsylvania

The Electricity Generation Customer Choice and Competition Act (the “Customer Choice Act”) gave all
retail electricity customers in Pennsylvania the right to choose their electricity generation supplier as of January
2, 2000. Under the Customer Choice Act and a subsequent restructuring settlement approved by the Pennsylvania
PUC, West Penn transferred its generation assets to AE Supply. West Penn retained its T&D assets. West Penn’s
T&D assets are subject to traditional regulated utility ratemaking (i.e., cost-based rates). As part of West Penn’s
restructuring settlement, West Penn is subject to rate caps on its T&D rates through December 31, 2005 and on
its generation rates through December 31, 2008. West Penn is the PLR for those customers who do not choose an
alternate supplier or whose alternate supplier does not deliver.

West Penn has long-term power sales agreements with AE Supply to provide West Penn with the amount of
electricity necessary to meet the majority of its PLR retail obligations (and certain wholesale contracts) during
the Pennsylvania transition period. As directed by the Customer Choice Act, the Pennsylvania PUC has issued
draft PLR service rules addressing the utilities’ obligation to serve customers at the end of their respective
transition periods.

In November 2003, West Penn requested approval to issue additional transition bonds up to amounts
originally authorized to securitize the portion of West Penn’s stranded costs that are not recoverable on a timely
basis due to operation of the generation rate cap. In September 2004, West Penn, the Pennsylvania Office of
Consumer Advocate, the Office of Small Business Advocate and The West Penn Power Industrial Intervenors
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filed a Joint Petition for Settlement and for Modification of the 1998 Restructuring Settlement (the “Joint
Petition™). In March 2005, the parties filed an amendment to the Joint Petition, adding additional parties. If the
joint petition is approved, West Penn will be allowed to securitize up to $115 million of additional transition
costs (including the deferred portion of the competitive transition charge (“CTC”) from 1999 through 2004)
through the issuance of transition bonds. Under the proposed settlement, distribution rate caps will be extended
from 2005 to 2007, and generation rate caps will be extended from 2008 to 2010, with additional generation rate
increases occurring in 2007, 2009 and 2010. These increases will gradually move generation rates closer to
market-based rates.

In August 2004, West Penn filed its annual CTC reconciliation for the twelve months ended July 31, 2004.
The reconciliation showed a twelve-month underrecovery of $13.2 million, for a cumulative underrecovery of
approximately $78.3 million. In October 2004, West Penn filed a Petition for Continued Deferral of CTC
Underrecovery as Regulatory Asset. The Pennsylvania PUC approved the reconciliation and granted
authorization to record the 2004 cumulative underrecovery as a regulatory asset, for full and complete recovery,
with an annual interest rate of 11%.

Recently enacted legislation requires the implementation of an alternative energy portfolio standard in
Pennsylvania which will require electric distribution companies and retail electric suppliers in Pennsylvania to
obtain certain percentages of their energy supplies from alternative sources. The new legislation includes a five-
year exemption from this requirement for companies, such as West Penn, that are operating within a transition
period under the current regulations governing the transition to market competition in Pennsylvania. The full
requirement will apply to those companies when the transition period ends. The legislation also includes a
provision that will allow the Pennsylvania PUC to modify or eliminate these obligations if alternative sources are
not reasonably available. The law directs that all costs related to the purchase of electricity from alternative
energy sources and payments for alternative energy credits will be fully recovered pursuant to an automatic
energy adjustment clause. The Pennsylvania PUC initiated a proceeding in January 2005 to investigate
implementation and enforcement of the legislation.

West Virginia

In 1998, the West Virginia legislature passed legislation directing the West Virginia PSC to determine whether
retail electric competition was in the best interests of West Virginia and its citizens. In response, the West Virginia
PSC submitted a plan to introduce full retail competition on January 1, 2001. The West Virginia legislature
approved, but never implemented, this plan. In March 2003, the West Virginia legislature passed a bill that clarified
the jurisdiction of the West Virginia PSC over electric generation facilities. Based on these actions, Allegheny has
concluded that retail competition and the deregulation of generation is no longer likely in West Virginia. In 2000,
Potomac Edison received approval to transfer its West Virginia generation assets to AE Supply. The West Virginia
PSC never acted on a similar petition by Monongahela, and Monongahela agreed to withdraw its petition.

In July 2003, Potomac Edison, Monongahela and certain other interested parties filed a stipulation with the
West Virginia PSC on issues related to their generation asset transfers, including the amount transferred to AE
Supply representing Ohio’s allocated share of Monongahela’s generation. The West Virginia PSC has not yet
approved the stipulation and the parties to the agreement have initiated discussions to consider modifications to
the agreement.

On September 27, 2004, Monongahela, Mountaineer and Mountaineer Gas Holding Limited Partnership
(“Mountaineer Holdings™) filed a joint petition with the West Virginia PSC for approval to transfer the stock of
Mountaineer and certain other natural gas distribution assets owned by Monongahela to Mountaineer Holdings,
the prospective buyer of Monongahela’s West Virginia natural gas business. In a separate petition also filed on
September 27, 2004, Mountaineer filed to increase its distribution rates by approximately $23 million, or 9.6%,
annually. Mountaineer Holdings’ obligation to complete this transaction is conditioned on approval of a rate
increase that is not materially different from the increase requested. The West Virginia PSC issued an order
suspending the rates until September 8, 2005 and directing the administrative law judge to render a decision in
this matter no later than July 11, 2005.
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Monongahela’s natural gas distribution business is divided into two components for purposes of its
Purchased Gas Adjustments (“PGA”): West Virginia Power Gas Services (“WVPGS”) and Mountaineer.
WVPGS and Mountaineer file with the West Virginia PSC to adjust their PGA every year. The PGA mechanism
compares the revenue received for recovery of projected gas expenses to the actual gas expenses incurred by
WVPGS or Mountaineer and defers any difference as a regulatory asset or liability to be collected or returned,
respectively, to customers in the next proceeding. The PGA generally has no effect on earnings. An annual PGA
period normally begins with service provided on and after November 1 and concludes on October 31 of the
following year.

On October 7, 2004, an administrative law judge for the West Virginia PSC approved an interim PGA
increase, effective on November 1, 2004, of $4.1 million, or 12.5%, for WVPGS and $26.4 million, or 9.7%, for
Mountaineer. In January 2005, the West Virginia PSC issued a second interim decision, which became final in
February 2005, approving final PGA rates that were higher than the prior year’s rates, but lower than the first
approved interim rates, effective February 1, 2005. These rates resulted in an increase over the prior year of $3.9
million, or 11.8%, for WVPGS and $25.0 million, or 9.2%, for Mountaineer. The estimated annual total revenue
increases reflect the companies’ agreement to defer half of the under-recovered balances as of June 30, 2004.
Approximately $1 million for WVPGS and $7 million for Mountaineer will be deferred until the next PGA
proceeding. Carrying charges will accumulate on these deferred amounts at Allegheny’s cost of debt calculated
for a one-year period, which will also be recovered in the next PGA proceeding.

Maryland

Maryland adopted electric industry restructuring legislation in 1999, which gave Potomac Edison’s
Maryland retail electric customers the right to choose their electricity generation suppliers. In 2000, Potomac
Edison transferred its Maryland generation assets to AE Supply. Potomac Edison retained its T&D assets.
Potomac Edison’s T&D rates for all customers were capped through 2004 and are otherwise subject to traditional
regulated utility ratemaking (i.e., cost-based rates). Potomac Edison is the PLR for those customers who do not
choose an alternate supplier or whose alternate supplier does not deliver.

The Maryland transition period lasted through December 31, 2004 for commercial and industrial customers
and extends through December 31, 2008 for residential customers. Potomac Edison has long-term power sales
agreements with AE Supply to provide the amount of electricity necessary to meet the majority of Potomac
Edison’s PLR retail obligations (and certain wholesale contracts) during the Maryland transition period. Potomac
Edison will procure the wholesale electric supply services necessary to serve its PLR obligations after the
expiration of the transition period and before the expiration of its PLR obligations through a competitive bid
process. Potomac Edison will be allowed to recover its costs for providing these services, including a return for
its shareholder, through an administrative charge.

In January 2005, a previously approved increase in Potomac Edison’s distribution rates went into effect.

In 2000, the Maryland PSC issued an order imposing standards of conduct between Maryland utilities and
their affiliates. In 20035, the Maryland PSC is expected to issue final regulations to provide standards governing a
utility’s conduct with its affiliates in Maryland.

Recently enacted legislation requires the implementation of a renewable energy portfolio standard in
Maryland. Beginning upon the later of the expiration of the transition period for any particular customer class
served by a supplier or January 1, 2006, retail electricity suppliers in Maryland will have to obtain certain
percentages of their energy supplies from renewable energy resources. The law provides that if renewable
resources are too expensive, or are unavailable in quantities sufficient to meet the standard in any given year,
suppliers can opt instead to pay a “compliance fee.” The law directs the Maryland PSC to allow electric suppliers
to recover their costs from customers, including any compliance fees that they incur.
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Virginia

Under the Virginia Electric Utility Restructuring Act of 1999 (as amended, the “Restructuring Act”),
Potomac Edison’s retail electric customers in Virginia have the right to choose their electricity generation
supplier. Potomac Edison transferred all of its Virginia generation assets to AE Supply in 2000, except certain
small hydro facilities, which were transferred to Green Valley Hydro. Potomac Edison retained its T&D assets.
Potomac Edison’s T&D rates are capped through 2010, subject to certain exceptions. Potomac Edison has two
opportunities to petition the Virginia SCC for changes to its T&D rates, between January 1, 2004 and June 30,
2007 and once again after July 1, 2007. The Restructuring Act requires the Virginia SCC to adjust Potomac
Edison’s capped rates not more than once annually for the timely recovery of costs prudently incurred after July
1, 2004 for transmission or distribution system reliability or to comply with state or federal environmental laws
or regulations. In addition, after July 1, 2007, Potomac Edison will have the right to recover annually certain
purchased power expenses as an exception to capped rates. Potomac Edison is the PLR for those customers who
do not choose an alternate supplier or whose alternate supplier does not deliver.

Potomac Edison has long-term power sales agreements with AE Supply to provide Potomac Edison with the
amount of electricity necessary to meet the majority of its PLR retail obligations (and a wholesale contract)
through June 30, 2007. After that, Potomac Edison will purchase its PLR requirements from the wholesale
market and recover certain costs from customers through a purchased power adjustment clause.

On October 8, 2004, the Virginia SCC approved Potomac Edison’s application to transfer control of its
transmission facilities to PJM subject to the requirement that both Potomac Edison and PJM submit annual
reports to the Virginia SCC beginning October 1, 2005.

Ohio

The Ohio General Assembly adopted legislation in 1999 to restructure its electric utility industry, provide
retail electric customers the right to choose their electricity generation supplier and begin a transition to market
rates. The 1999 legislation granted Ohio’s residential customers a 5% reduction in the generation portion of their
rates until December 31, 2005, which is when the transition period ends. Pursuant to a settlement,
Monongahela’s transition period for large industrial, commercial and street lighting customers was scheduled to
end on December 31, 2003, but, as discussed below, has been extended by PUCO until December 31, 2005.
Under the regulatory transition plan, Monongahela transferred its Ohio generation assets to AE Supply in June
2001. Monongahela retained its T&D assets. Monongahela’s T&D rates are capped through the end of the
transition period for all customers and, thereafter, are subject to traditional regulated utility ratemaking (i.e., cost-
based rates). Monongahela is the PLR for customers who do not choose an alternate supplier or whose alternate
supplier does not deliver.

In July 2003, PUCO authorized Monongahela to issue a request for proposals for wholesale power to supply
approximately 130 MW of new standard market-based retail rate service to its large industrial and commercial
customers and to its street lighting customers. In October 2003, PUCO denied approval of the wholesale bid and
new retail rates and froze the current fixed rates for these customer classes until December 31, 2005. In February
2004, Monongahela appealed PUCO’s decision to the Ohio Supreme Court. On December 30, 2004, the Ohio
Supreme Court affirmed PUCO’s October 2003 order extending Monongahela’s rate freeze for large commercial
and industrial customers past the end of 2003.

In February 2004, Monongahela filed for an injunction in federal court seeking to recover, in retail rates, its
costs of purchasing power in the wholesale market. In May 2004, the court partially granted Monongahela’s
request, ruling that the Ohio legislation adopted in 1999 to restructure the electric utility industry was
unconstitutional to the extent it did not permit Monongahela to make a claim with PUCO that its rates are
confiscatory. Monongahela requested reconsideration of the court’s order, which the court partially granted by
retaining jurisdiction over this matter. PUCO initiated a proceeding in compliance with the federal court’s
directive. In June 2004, Monongahela filed its application for rate relief, which PUCO denied in December 2004
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with respect to certain large industrial and commercial customers and street lighting customers. Monongahela
requested rehearing of PUCQO’s ruling on January 7, 2005, which was denied. Monongahela appealed this ruling
on February 25, 2005. On January 12, 2005, Monongahela renewed its request for a preliminary injunction
against PUCQO in federal court. If these challenges are not successful, Monongahela’s current rates for these
customer classes will be fixed through December 31, 2005.

Since January 2004, Monongahela has been purchasing power at PJM market prices for these customers and
anticipates that the price for that power will continue to be higher than the current retail generation rates it
charges customers. Monongahela has expensed $12.0 million of costs in excess of its rates for 2004, pending the
final outcome of Monongahela’s legal challenges.
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EMPLOYEES

All of Allegheny’s officers and employees are employed by AESC, except for certain employees who are
directly employed by Mountaineer effective January 1, 2005. As of December 31, 2004, AESC employed
approximately 5,100 employees. Of these employees, approximately 30% are subject to collective bargaining
arrangements. Approximately 77% of the unionized employees are at the Distribution Companies and
approximately 23% are at AE’s other subsidiaries. Approximately 1,080 employees are represented by System
Local 102 of the Utility Workers Union of America (the “UWUA"), and 105 employees are represented by other
locals of the UWUA. Approximately 160 employees are represented by locals of the Paper, Allied-Industrial,
Chemical, and Energy Workers International Union. Approximately 185 employees are represented by locals of
the International Brotherhood of Electrical Workers (the “IBEW”). The collective bargaining arrangements with
certain locals of the IBEW expired and have been extended while the parties negotiate a new contract. Other
collective bargaining arrangements expire at various dates through the last quarter of 2007. Allegheny believes
that current relations between it and its unionized and non-unionized employees are satisfactory.
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ENVIRONMENTAL MATTERS

The operations of Allegheny’s owned facilities, including its generation stations, are subject to regulation by
various federal, state and local authorities as to air and water quality, hazardous and solid waste disposal and
other environmental matters.

Information regarding capital expenditures and estimated capital expenditures associated with known
environmental standards is provided in “Capital Expenditures” above. Additional legislation or regulatory control
requirements have been proposed and, if enacted, will require modification, supplementation or replacement of
equipment at existing stations at substantial additional cost.

Air Standards

Allegheny currently meets applicable standards for particulate matter emissions at its generation stations
through the use of high-efficiency electrostatic precipitators, cleaned coal, flue-gas conditioning, optimization
software, fuel combustion modifications and emission allowances and, at times, through reduction of output.
From time to time, minor excursions of stack emission opacity, that are normal to fossil fuel operations, are
experienced and are accommodated by the regulatory process.

Allegheny meets current emission standards for SO, by using scrubbers, burning low-sulfur coal, purchasing
cleaned coal (which has lower sulfur content), blending low-sulfur coal with higher sulfur coal and utilizing
emission allowances.

Allegheny’s compliance with the Clean Air Act has required, and may require in the future, that Allegheny
install expensive post-combustion control technologies on many of its generation stations.

The Clean Air Act mandates annual reductions of SO, and created a SO, emission allowance trading
program. AE Supply and Monongahela comply with current SO, emission standards through a system-wide plan
combining the use of emission controls, low sulfur fuel and emission allowances. Allegheny continues to study
the use of allowances, additional emission controls and low sulfur fuel to meet future SO, compliance
obligations. Allegheny estimates that it may purchase allowances for up to 50,000 tons for 2005 and an average
of approximately 100,000 tons per year for 2006 through 2008. Allegheny’s allowance needs, to a large extent,
are affected at any given time by the amount of output produced and the types of fuel used by its generation
facilities. Allegheny currently expects that its plan to increase its use of lower suifur coal and implement other
environmental control improvements should reduce allowance purchase requirements over this time period.

In 1998, the EPA finalized its Nitrogen Oxide (“NOx”) State Implementation Plan (“SIP”) call rule (known
as the “NOx SIP call”), which addressed the regional transport of ground-level ozone and required the equivalent
of a uniform 0.15 1b/mmBtu emission rate throughout a 22-state region, including Pennsylvania, Maryland and
West Virginia. Compliance with the NOx SIP call was required beginning in May 2004, Pennsylvania and
Maryland implemented their respective SIP call rules in May 2003. West Virginia’s SIP call rules were effective
as of May 2004.

AE Supply and Monongahela are completing installation of NOx controls to meet the Pennsyivania,
Maryland and West Virginia SIP calls. These NOx controls include selective catalytic reduction at the Harrison
and Pleasants generation stations and selective noncatalytic reduction at the Hatfield’s Ferry and Fort Martin
generation stations, as well as burner modifications at the Mitchell generation station. The NOx compliance plan
functions on a system-wide basis, similar to the SO, compliance plan. AE Supply and Monongahela also have the
option, in some cases, to purchase alternate fuels or NOx allowances, if needed, to supplement their compliance
strategies. AE Supply estimates that its emission control activities, in concert with its inventory of banked
allowances, will facilitate its compliance with NOx limits established by the SIP through 2008. Allegheny’s
allowance needs, to a large extent, are affected at any given time by the amount of output produced and the types
of fuel used by its generation facilities.
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In August 2000, AE received a letter from the EPA requesting that it provide information and
documentation relevant to the operation and maintenance of the following ten electric generation stations, which
collectively include 22 generation units: Albright, Armstrong, Fort Martin, Harrison, Hatfield’s Ferry, Mitchell,
Pleasants, Rivesville, R. Paul Smith and Willow Island. AE Supply and Monongahela own these generation
stations. The letter requested information under Section 114 of the Clean Air Act to determine compliance with
the Clean Air Act and related requirements, including potential application of the NSR standards of the Clean Air
Act, which can require the installation of additional air pollution control equipment upon the major modification
of an existing facility. AE has provided responsive information to this and a subsequent request. At this time, AE
is engaged in discussions with the EPA with respect to environmental matters, including NSR issues.

Similar inquiries have been made of other electric utilities and have resulted in enforcement proceedings in
most cases. AE believes that its subsidiaries’ generation facilities have been operated in accordance with the
Clean Air Act and the rules implementing it. The experience of other energy companies, however, suggests that,
in recent years, the EPA has narrowed its view regarding the scope of the definition of “routine maintenance”
under its rules, thereby broadening the range of actions subject to compliance with NSR standards. Section 114
information requests concerning facility modifications are often followed by enforcement actions.

If NSR standards are applied to Allegheny’s generation stations, in addition to the possible imposition of
fines, compliance would entail significant expenditures. There are two federal district court decisions interpreting
the application of NSR standards to utilities, the Ohio Edison decision and the Duke Energy decision. The Ohio
Edison decision is favorable to the EPA. The Duke Energy decision supports the industry’s understanding of
NSR requirements. The final Routine Maintenance, Repair and Replacement Rule (“RMRR”) released by the
EPA is more consistent with the energy industry’s historical compliance approach. On December 24, 2003, the
U.S. Court of Appeals for the District of Columbia Circuit issued an order to stay the RMRR, which was
scheduled to go into effect on December 26, 2003. The stay delays implementation of the RMRR. At this time,
AE and its subsidiaries are not able to determine the effect that these actions may have on them.

On February 2, 2004, the EPA informed AE that it intended to provide the New York Attorney General,
pursuant to his request, certain records that AE provided to the EPA pursuant to its request under Section 114 of
the Clean Air Act. On April 23, 2004, the PADEP notified AE Supply that the PADEP had requested that the
EPA provide it with these records.

On May 20, 2004, AE, AE Supply, Monongahela and West Penn received a Notice of Intent to Sue Pursuant
to Clean Air Act §7604 (the “Notice™) from the Attorneys General of New York, New Jersey and Connecticut
and from PADEP. The Notice alleged that Allegheny made major modifications to some of its West Virginia
facilities in violation of the Prevention of Significant Deterioration (“PSD”) provisions of the Clean Air Act at
the following coal-fired facilities: Albright Unit No. 3; Fort Martin Units No. 1 and 2; Harrison Units No. I, 2
and 3; Pleasants Units No. 1 and 2 and Willow Island Unit No. 2. The Notice also alleged PSD violations at the
Armstrong, Hatfield’s Ferry and Mitchell generation stations in Pennsylvania and identifies PADEP as the lead
agency regarding those facilities. On September 8, 2004, AE, AE Supply, Monongahela and West Penn received
a separate Notice of Intent to Sue from the Maryland Attorney General that essentially mirrored the previous
Notice.

AE Supply and Monongahela filed a declaratory judgment action against the Attorneys General of New
York, Connecticut and New Jersey in federal district court in West Virginia on January 6, 2005. This action
requests that the court declare that AE Supply’s and Monongahela’s coal-fired generation facilities in
Pennsylvania and West Virginia are in compliance with the Clean Air Act. The Attorneys General have filed a
motion to dismiss the declaratory judgment action. If the action is dismissed based upon their motion, the
Attorneys General may file an enforcement action against Allegheny in federal court in Pennsylvania. It is also
possible that the EPA and other state authorities may join in the current declaratory judgment action or, if it is
dismissed, a new action filed by the Attorneys General.
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On February 16, 2005, Citizens for Pennsylvania’s Future, an environmental group, sued Allegheny in the
U.S. District Court for the Western District of Pennsyivania. The action alleges violations of operating limits and
particulate matter emission limits at the Hatfield’s Ferry generation facility.

Allegheny intends to vigorously pursue these matters but cannot predict their outcomes.

Pending Enitiatives

On March 10, 2005, the EPA issued the Clean Air Interstate Rule (“CAIR”), which imposes additional NOx
and SO, controls over power plant emissions. CAIR requires significant reductions of NOx and SO, by 2010 (for
Phase I) and 2015 (for Phase II) under a cap and trade program similar to the EPA’s acid rain program, and will
be implemented through the state SIP program. The effect on Allegheny of these regulations is unknown at this
time, but could be substantial.

The EPA promulgated revisions to particulate matter and ozone standards in July 1997. Litigation over the
revised particulate matter and ozone standards has recently been resolved, and these requirements could impose
substantial costs on Allegheny. Allegheny does not anticipate final regulations before 2008. The EPA has also
promulgated final regional haze regulations to improve visibility in national parks and wildemness areas, which
are currently the subject of litigation. The effect on Allegheny of these regulations is unknown at this time, but
could be substantial.

On December 15, 2003, the EPA proposed a rule to regulate power plant mercury emissions. The EPA plans
to finalize a mercury emissions standard by March 15, 2005. Based on this schedule, it is unlikely that the
implementation of mercury controls would be required before 2007 or 2008. The effect on Allegheny of these
regulations is unknown at this time, but could be substantial.

The Kyoto Protocol went into effect on February 15, 2005. The Kyoto Protocol, which was signed by the
Clinton Administration, but not ratified by the U.S. Senate, would require drastic reductions in greenhouse gas
emissions in the United States in response to the perceived threat of global warming. If ratified and implemented
by the United States, this treaty would likely require extensive mitigation efforts by Allegheny to reduce
greenhouse gas emissions at its electric generation facilities and would raise considerable uncertainty about the
future viability of fossil fuels as an energy source for new and existing electric generation facilities. The Bush
Administration has rejected the Kyoto Protocol and has proposed voluntary programs to reduce greenhouse gas
intensity over the next decade. Various legisiative proposals are under consideration at the federal and state level.
The ultimate outcome of the global climate change debate and the Kyoto Protocol, which cannot be predicted at
this time, could have a significant effect on Allegheny.

The Clear Skies Act of 2005 (the “Clear Skies Bill”) has been introduced in the 109th Congress. The
legislation is intended to eliminate Title IV of the Clean Air Act Amendments of 1990 and replace it with
provisions designed to take a comprehensive and integrated approach to air emissions regulation. The Clear Skies
Bill and alternative legislation have been the focus of Congressional committee action on multi-emission
legislation. The Clear Skies Initiative does not include carbon dioxide reductions, but focuses on SO,, NOx and
mercury. Hearings on multi-emissions legislation have been held in both the Senate and the House of
Representatives, but the bill remains in committee.

Water Standards
Under the National Pollutant Discharge Elimination System (the “NPDES”), permits for all of Allegheny’s

stations and disposal sites are in place, and its facilities are generally in compliance with all permit terms,
conditions and effluent limitations. However, as permits are renewed, more stringent permit limitations are often
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applied. To date, Allegheny has successfully developed, and scientifically justified to the satisfaction of the
regulatory agencies, acceptable regulatory mixing zones or alternate site-specific water quality criteria or has
installed passive constructed wetland treatment technology, thus avoiding significant capital costs and potential
liabilities of advanced wastewater treatment. However, there is significant activity at the federal level on issues
relating to the Clean Water Act (the “CWA”). The results of several pending long-term initiatives could cause
Allegheny and its customers to incur material and substantial costs.

Rulemakings regarding the Total Maximum Daily Load Program, water quality standards, antidegradation
review, human health and aquatic life water quality criteria, mixing zones and a final rulemaking concerning the
CWA Section 316(b) Cooling Water Intake Structure are pending. In addition, the EPA is developing new
policies concerning protection of endangered species under the CWA and imposition of new CWA requirements
to address sediment and biological water quality criteria contamination. The outcome of these rulemakings will
fundamentally change the traditional water quality management program from a chemical-specific control of
point sources to a comprehensive and integrated watershed management program. This regulatory shift will
result in more restrictions on facility discharges, as well as nonpoint source runoff, resulting from land use
practices such as agriculture and forestry, and will ultimately address water quality impairment caused by
atmospheric deposition.

Cooling Water Intake

On July 9, 2004, the EPA finalized the Section 316(b) Phase II Cooling Water Intake Structure Rule. The
requirements of the final rule will be implemented through National Pollutant Discharge Elimination System
Permits. The rule requires site-specific comprehensive demonstration studies to determine the best technology
available (as defined in the rule) for achieving compliance with national performance standards. Allegheny is
currently developing compliance strategies for its affected facilities. The effect on Allegheny of these regulations
is unknown at this time but could be substantial.

RESEARCH AND DEVELOPMENT

Allegheny spent approximately $7.2 million and $0.6 million for research in 2002 and 2003, respectively.
Allegheny’s expenditures for research in 2004 were minimal. In 2004, Allegheny’s research and development
activity addressed air emissions issues, and Allegheny expects that its research and development activity in 2005
will continue to address these issues.
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ITEM 2. PROPERTIES

Substantially all of AE Supply’s properties are subject to liens of various relative priorities securing debt
obligations consisting of approximately $1.04 billion of bank debt restructured in October 2004 (of which $982
million remained outstanding as of December 31, 2004) and $344 million of notes that were restructured in
February 2003. Substantially all of Monongahela’s and Potomac Edison’s properties are held subject to the lien
of indentures securing their first mortgage bonds. Certain of the properties and other assets owned by AE Supply
and Monongahela that were financed by solid waste disposal and pollution control notes are subject to liens
securing the obligations under those notes. In many cases, the properties of Monongahela, Potomac Edison and
other AE subsidiaries may be subject to certain reservations, minor encumbrances and title defects that do not
materially interfere with their use. The indenture under which AGC’s unsecured debentures are issued prohibits
AGC, with certain limited exceptions, from incurring or permitting liens to exist on any of its properties or assets
unless the debentures are contemporaneously secured equally and ratably with all other debt secured by the lien.
Most T&D lines, some substations and switching stations and some ancillary facilities at power stations are on
lands of others, in some cases by sufferance but, in most instances, pursuant to leases, easements, rights-of-way,
permits or other arrangements, many of which have not been recorded and some of which are not evidenced by
formal grants. In some cases, no examination of titles has been made as to lands on which T&D lines and
substations are located. Each of the Distribution Companies possesses the power of eminent domain with respect
to its public utility operations.

Allegheny’s principal corporate headquarters are located in Greensburg, Pennsylvania, in a building that is
owned by West Penn. Allegheny also has a corporate center located in Fairmont, West Virginia, in a building
owned by Monongahela. Additional ancillary offices exist throughout the Distribution Companies’ service
territories.

MGS owns more than 300 natural gas wells and has net revenue interests in about 100 additional wells
located throughout West Virginia. MGS has active leaseholds that cover more than 86,000 acres. In addition to
its production assets, MGS owns approximately 125 miles of high-pressure transmission facilities running from
Jackson County, West Virginia, west to Huntington, West Virginia, where it terminates at various delivery
locations, and approximately 400 miles of gathering lines located in the same general vicinity.
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ITEM 3. LEGAL PROCEEDINGS
Putative Class Actions Under California Statutes

Eight related putative class action lawsuits were filed against and served on AE Supply and more than two
dozen other named defendant power suppliers in various California superior courts during 2002. These class
action suits were removed from state court and transferred to the U.S. District Court for the Southern District of
California. Seven of the suits were commenced by consumers of wholesale electricity in California. The eighth,
Millar v. Allegheny Energy Supply Co., et al., was filed on behalf of California consumers and taxpayers. The
complaints allege, among other things, that AE Supply and the other defendant power suppliers violated
California’s antitrust statute and the California unfair business practices statutes by manipulating the California
electricity market. The suits also challenge the validity of various long-term power contracts with the State of
California, including the CDWR contract.

On August 25, 2003, the U.S. District Court granted AE Supply’s motion to dismiss the seven consumer
class actions with prejudice. On February 25, 2005, the United States Court of Appeals for the Ninth Circuit
affirmed the District Court’s judgment dismissing the seven class actions with prejudice.

The District Court separately granted plaintiffs’ motion to remand in the eighth action, Millar, on July 9,
2003. On December 18, 2003, the plaintiffs filed an amended complaint in California state court, solely on behalf
of consumers, naming certain additional defendants, including The Goldman Sachs Group, Inc. (“Goldman
Sachs”). The case was removed to federal court based on the amended complaint. On January 11, 2005, the
federal district court remanded the case back to the state court.

Under the terms of the agreement relating to the sale of the CDWR contract, AE Supply and one of its
affiliates have agreed to indemnify Goldman Sachs and its affiliate J. Aron & Company, under certain
conditions, for any losses arising out of the class action litigation up to the amount of the purchase price. AE
Supply issued a guarantee to J. Aron & Company in connection with this indemnification obligation.

AE Supply intends to vigorously defend against these actions but cannot predict their outcomes.

Nevada Power Contracts

On December 7, 2001, Nevada Power Company (“NPC”) filed a complaint with FERC against AE Supply
seeking FERC action to modify prices payable to AE Supply under three trade confirmations between Merrill
Lynch and NPC. NPC’s claim was based, in part, on the assertion that dysfunctional California spot markets had
an adverse effect on the prices NPC was able to negotiate with Merrill Lynch under the contracts. NPC filed
substantially identical complaints against a number of other energy suppliers. On December 19, 2002, the
Administrative Law Judge (“ALJ”) issued findings that no contract modification was warranted. The ALJ
determined in favor of NPC that AE Supply, rather than Merrill Lynch, was a proper subject of NPC’s complaint.

On June 26, 2003, FERC affirmed the ALI’s decision upholding the long-term contracts negotiated between
NPC and Merrill Lynch, among others, and did not render a decision on whether AE Supply, rather than Merrill
Lynch, was the real party in interest. On November 10, 2003, FERC issued an order, on rehearing, affirming its
conclusion that the long-term contracts should not be modified. Snohomish County and other parties filed
petitions for review of FERC’s June 26, 2003 order with the U.S. Court of Appeals for the Ninth Circuit (the
“NPC Petitions”). On December 17, 2003, AE Supply filed a motion to intervene in this proceeding in the Ninth
Circuit. The Ninth Circuit heard oral argument in these cases on December 8, 2004, The NPC Petitions were
consolidated in the Ninth Circuit. AE Supply intends to vigorously defend against these actions but cannot
predict their outcomes. -
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Sierra/Nevada

On April 2, 2003, NPC and Sierra Pacific Resources, Inc. (together, “Sierra/Nevada’”) initiated a lawsuit in
U.S. District Court in Nevada against AE and AE Supply, together with Merrill Lynch & Co. and Merrill Lynch
Capital Services, Inc. (together, “Merrill”). The complaint alleged that AE, AE Supply and Merrill engaged in
fraudulent conduct in connection with NPC’s application to the Public Utilities Commission of Nevada (the
“Nevada PUC”) for a deferred energy accounting adjustment, which allegedly caused the Nevada PUC to
disallow $180 million of NPC’s deferred energy expenses. Sierra/Nevada asserted claims against AE and AE
Supply for: (1) tortious interference with Sierra/Nevada’s contractual and prospective economic advantages;
(2) conspiracy and (3) violations of the Nevada state Racketeer Influenced and Corrupt Organization (“RICO”)
Act. Sierra/Nevada filed an amended complaint on May 30, 2003, which asserted a fourth cause of action against
AE and AE Supply for wrongful hiring and supervision. Sierra/Nevada seeks $180 million in compensatory
damages plus attorneys’ fees and seeks in excess of $850 million under the RICO count. AE and AE Supply filed
motions to dismiss the complaints on May 6, 2003 and June 23, 2003. AE Supply intends to vigorously defend
against this action but cannot predict its outcome.

Litigation Involving Merrill Lynch

AE and AE Supply entered into an asset purchase agreement with Merrill Lynch and affiliated parties in
2001, under which AE and AE Supply purchased Merrill Lynch’s energy marketing and trading business for
approximately $489 million and an equity interest in AE Supply of nearly 2%. The asset purchase agreement
provided that Merrill Lynch would have the right to require AE to purchase Merrill Lynch’s equity interest in AE
Supply for $115 million plus interest calculated from March 16, 2001 in the event that certain conditions were
not met.

On September 24, 2002, certain Merrill Lynch entities filed a complaint against AE in the U.S. District
Court for the Southern District of New York, alleging that AE breached the asset purchase agreement by failing
to repurchase the equity interest in AE Supply from Merrill Lynch and seeking damages in excess of $125
million. On September 23, 2002, AE and AE Supply filed an action against Merrill Lynch in New York state
court. The complaint in that action alleged that Merrill Lynch fraudulently induced AE to enter into the purchase
agreement and that Merrill Lynch breached certain representations and warranties contained in the agreement.

On May 29, 2003, the U.S. District Court for the Southern District of New York denied AE’s motion to stay
Merrill Lynch’s action and ordered that AE and AE Supply assert their claims against Merrill Lynch, which were
initially brought in New York state court, as counterclaims in Merrill Lynch’s federal court action. As a result,
AE and AE Supply dismissed the New York state action and filed an answer and asserted affirmative defenses
and counterclaims against Merrill Lynch in the U.S. District Court for the Southern District of New York. The
counterclaims, as amended, allege that Merrill Lynch fraudulently induced AE and AE Supply to enter into the
purchase agreement, that Merrill Lynch breached certain representations and warranties contained in the
purchase agreement, that Merrill Lynch negligently misrepresented certain facts relating to the purchase
agreement and that Merrill Lynch breached fiduciary duties owed to AE and AE Supply. The counterclaims seek
damages in excess of $605 million, among other relief.

On November 24, 2003, the court dismissed AE and AE Supply’s counterclaim for rescission and struck
their demand for a jury trial. AE and AE Supply’s counterclaims for fraudulent inducement, breach of contract,
negligent misrepresentation and breach of fiduciary duty and their request for punitive damages with respect to
certain counterclaims remain in place.

On February 2, 2005, the parties filed separate motions for summary judgment, which were opposed and
have been fully briefed. The trial has been scheduled for May 2005.
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The federal government is holding certain assets of Daniel L. Gordon, the former head of energy trading for
AE Supply. Both AE and Merrill Lynch have filed petitions with the U.S. District Court for the Southern District
of New York claiming rights to the funds. On August 13, 2004, the U.S. Attorney filed a motion to dismiss the
petitions filed by AE and Merrill Lynch on the grounds that neither AE nor Merrill Lynch had an interest in the
specific property seized by the government at the time Gordon committed his offense. On September 30, 2004,
AE filed an opposition to the government’s motion to dismiss.

AE and AE Supply intend to vigorously pursue these matters but cannot predict their outcomes.

Putative Shareholder, Benefit Plan Class Actions and Derivative Action

From October 2002 through December 2002, plaintiffs claiming to represent purchasers of AE’s securities
filed 14 putative class action lawsuits against AE and several of its former senior managers in U.S. District
Courts for the Southern District of New York and the District of Maryland. The complaints alleged that AE and
senior management violated federal securities laws when AE purchased Merrill Lynch’s energy marketing and
trading business with the knowledge that the business was built on illegal wash or round-trip trades with Enron,
which the complaints alleged artificially inflated trading revenue, volume and growth. The complaints asserted
that AE’s fortunes fell when Enron’s collapse exposed what plaintiffs claim were illegal trades in the energy
markets. All of the securities cases were transferred to the District of Maryland and consolidated. The plaintiffs
filed an amended complaint on May 3, 2004 that alleged that the defendants violated federal securities laws by
failing to disclose weaknesses in Merrill Lynch’s energy marketing and trading business, as well as other internal
control and accounting deficiencies. The amended complaint seeks unspecified compensatory damages and
equitable relief. On July 2, 2004, the defendants moved to dismiss the amended complaint. Plaintiffs have
opposed the motion and it remains outstanding.

In February and March 2003, two putative class action lawsuits were filed against AE in U.S. District
Courts for the Southern District of New York and the District of Maryland. The suits alleged that AE and a senior
manager violated the Employee Retirement Income Security Act of 1974 (“ERISA”) by: (1) failing to provide
complete and accurate information to plan beneficiaries regarding the energy trading business, among other
things; (2) failing to diversify plan assets; (3) failing to monitor investment alternatives; (4) failing to avoid
conflicts of interest and (5) violating fiduciary duties. The ERISA cases were consolidated in the District of
Maryland. On April 26, 2004, the plaintiffs in the ERISA cases filed an amended complaint, adding a number of
current and former directors of AE as defendants and clarifying the nature of their claims. On June 25, 2004, the
defendants filed a motion to dismiss the amended complaint. Plaintiffs have opposed the motion and it remains
outstanding.

In June 2003, a shareholder derivative action was filed against AE’s Board of Directors and several former
senior managers in the Supreme Court of the State of New York for the County of New York. The suit alleges
that the Board and senior management breached fiduciary duties to AE that have exposed AE to the securities
class action lawsuits. The derivative action has been stayed pending the commencement of discovery in the
securities cases.

AE intends to vigorously defend against these actions but cannot predict their outcomes.

Claims Related to Alleged Asbestos Exposure

The Distribution Companies have been named as defendants, along with multiple other defendants, in
pending asbestos cases alleging bodily injury involving multiple plaintiffs and multiple sites. These suits have
been brought mostly by seasonal contractors’ employees and do not involve allegations of either the
manufacture, sale or distribution of asbestos-containing products by Allegheny. These asbestos suits arise out of
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historical operations and are related to the installation and removal of asbestos-containing materials at
Allegheny’s generation facilities. Allegheny’s historical operations were insured by various foreign and domestic
insurers, including Lloyd’s of London. Asbestos-related litigation expenses have to date been reimbursed in full
by recoveries from these historical insurers, and Allegheny believes that it has sufficient insurance to respond
fully to the asbestos suits. Certain insurers, however, have contested their obligations to pay for the future
defense and settlement costs relating to the asbestos suits. Allegheny is currently involved in two asbestos
insurance-related actions, Certain Underwriters at Lloyd’s, London et al. v. Allegheny Energy, Inc. et al., Case
No. 21-C-03-16733 (Washington County, Md.), and Monongahela Power Company et al. v. Certain
Underwriters at Lloyd’s London and London Market Companies, et al., Civil Action No. 03-C-281 (Monongalia
County, W.Va.). The parties in these actions are seeking an allocation of responsibility for historic and potential
future asbestos liability.

During the penderncy of these actions, Allegheny will continue to receive payments from one of its insurance
companies in the amount of $625,000, payable on each of July 1, 2005 and 2006. During 2004 and 2003,
Allegheny received insurance proceeds of approximately $960,000 and $1.8 million, respectively, in connection
with these cases. Allegheny does not believe that the existence or pendency of either the asbestos suits or the
actions involving its insurance will have a material impact on its consolidated financial position, results of
operations or cash flows. Allegheny believes that it has established adequate reserves, net of insurance
receivables and recoveries, to cover existing and future asbestos claims. As of December 31, 2004, Allegheny
had 1,504 open cases remaining. Allegheny intends to vigorously defend against these actions, but cannot predict
their outcomes.

Suits Related to the Gleason Generating Facility

Allegheny Energy Supply Gleason Generating Facility, LLC, a subsidiary of AE Supply, is the defendant in
a suit brought in the Circuit Court for Weakley County, Tennessee, by residents living in the vicinity of the
generation facility in Gleason, Tennessee. The original suit was filed on September 16, 2002. AE Supply
purchased the generation facility in 2001. The plaintiffs are asserting claims based on trespass and/or nuisance,
claiming personal injury and property damage as a result of noise from the generation facility. They seek a
restraining order with respect to the operation of the plant and damages of $200 million. A mediation session was
held on June 17, 2004, but the parties did not reach settlement. AE has undertaken property purchases and other
mitigation measures. AE intends to vigorously defend against this action but cannot predict its outcome. ‘

AE Supply has demanded indemnification from Siemens Westinghouse, the manufacturer of the turbines
used in the Gleason Generating Facility, pursuant to the terms of the related equipment purchase agreement. On
October 17, 2002, Siemens Westinghouse filed a declaratory judgment action in the Court of Common Pleas of
Allegheny County, Pennsylvania, against AE Supply and its subsidiary seeking a declaration that the prior owner
released Siemens Westinghouse from this liability through a release executed after AE Supply purchased the
Gleason facility. On May 6, 2004, AE Supply filed a motion for summary judgment to dismiss the declaratory
judgment action. The motion for summary judgment was granted on September 7, 2004. On October 6, 2004,
Siemens Westinghouse appealed the dismissal of the declaratory judgment action. Allegheny intends to
vigorously defend against this action but cannot predict its outcome.

SEC Matters

On October 9, October 25 and November 3, 2002, AE received subpoenas from the SEC. The subpoenas
principally concerned: (1) the departure of Daniel L. Gordon; (2) AE’s litigation with Merrill Lynch; (3) AE
Supply’s valuation and management of its trading business; (4) AE’s November 4, 2002 press release concerning
its financial statements; (5) the departure of AE’s and its subsidiaries’ Controller, Thomas Kloc, in June 2002
and (6) AE’s acquisition of power plants from Enron. AE and AE Supply responded to the subpoenas.

43




On January 16, 2004, the SEC requested that AE voluntarily produce certain documents in connection with
an informal investigation of AE, and the SEC has since requested the voluntary production of additional
documents. AE has responded to the SEC’s request for documents. The SEC also has taken testimony from
several current and former employees and has expressed an intention to take testimony from several additional
current and former employees. AE is cooperating fully with the SEC.

EPMI Adversary Proceeding

AE Supply and Enron Power Marketing, Inc. (“EPMI”) were involved in an adversary proceeding which
EPMI filed on May 9, 2003. Following mediation, a settlement was reached resolving all outstanding issues and
a settlement agreement was executed and filed with the Bankruptcy Court for its approval. The terms of the
settlement are confidential. The Bankruptcy Court approved the settlement on December 2, 2004 and dismissed
" EPMI’s complaint with prejudice on December 16, 2004.

LTI Arbitration

On April 22, 2004, Leasing Technologies International, Inc. and its shareholders (collectively, “LTI”) filed a
demand for arbitration against Allegheny Ventures and AE before the American Arbitration Association. In
December 2000, Allegheny Ventures entered into an agreement to acquire LTI, an equipment leasing company.
Allegheny Ventures terminated the agreement on May 4, 2003. LTI alleges that the termination of the agreement
was unjustified and seeks damages in an unspecified amount for breach of the agreement, as well as other
consequential damages. On June 11, 2004, AE and Allegheny Ventures filed an answer to LTI's demand,
denying all claims. The arbitration hearing is scheduled to begin on May 16, 2005. Allegheny intends to
vigorously defend against the claims in the arbitration, but cannot predict its outcome.

Ordinary Course of Business
Allegheny is from time to time involved in litigation and other legal disputes in the ordinary course of

business. Allegheny is of the belief that there are no other legal proceedings that could have a material adverse
effect on its business or financial condition.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS

No matters were submitted to a vote of security holders of AE during the fourth quarter of 2004.




ITEM 5. MARKET FOR AE’S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

AE’s common stock is publicly traded. “AYE” is the trading symbol for AE’s common stock on the New
York, Chicago and Pacific Stock Exchanges. As of March 7, 2005, there were 28,360 holders of record of AE’s
common stock. The table below shows the high and low sales prices of AE’s common stock on the New York
Stock Exchange for the periods indicated:

2004 2003
High Low High Low
ISPQUAtET ..o e $13.85 $12.01 $1030 $4.82
2 QUAITET . . oot e $15.41 $1330 $ 9.69 $6.26
I QUATTET . ..o $16.08 $14.21 $ 9.60 $7.20
A QUATTET ..ottt e $20.11  $1580 $1295 $9.35

AE did not pay any dividends on its common stock during 2003 or 2004. The terms of AE’s credit facilities
and the indenture governing its convertible preferred securities do not permit the payment of dividends. AE is
also subject to regulatory constraints concerning dividend payments, including under PUHCA.

In July 2003, AE’s Board of Directors voted to redeem the share purchase rights issued under AE’s

Stockholder Protection Rights Agreement (the “Rights Agreement”). AE terminated the Rights Agreement,
effective December 6, 2004, and the share purchase rights issued under it became null and void.
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ITEM 6. SELECTED FINANCIAL DATA

ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Year ended December 31, (a) 2004 2003 2002 2001 2000
(In millions except per share data)
Operating revenues () (€) . ..o vvvvveenio.... $2,756.1 $ 2,1823 $ 2,743.8 $ 3,165.3 $2,547.1
Operating expenses (C) . .....oveveeniireenn.n. $2,166.9 $ 23787 $ 32164 $ 2,214.1 $1,835.6
Operating income (1088) (€) .. .. ..o o vveevrnn..., $ 5892 $ (1964) $ (4726) $ 9512 $ 7115
Income (loss) from continuing operations,
netoftax (C) .......... .o $ 129.7 $ (308.9) § (465.8) $ 458.1 $ 311.0
(Loss) income from discontinued operations,
netoftax (¢) .......... . $(4403) § (253) 8§ (364 $ 9.2) $ 2.7
Net (loss)income(C) ......cvveninnnnen .. $ (310.6) $ (355.0) $ (632.7) $ 417.8 $§ 236.6
Earnings per share:
Income (loss) from continuing operations,
net of tax
—basic........ . .. $ 100 $ (44 $ @BTD $ 381 § 282
—diluted .............. ... L $ 099 $§ @44 $ @B7DH S 3.80 $ 281
(Loss) income from discontinued operations,
netoftaX .........ccitiiiiriiiii.
—basIC .. .. $ 3400 $ (0200 %8 (029 &8 @O $ 002
—diluted ........... ... $ 282 $ (0200 %8 (029 $ (©O07) $ 002
Net (loss) income
—basic.......... ... $ 2400 8 (280 § (5.04) $ 348 $ 214
—diluted ......... .. ... $ (1.83) $ (2.80) $ (5.04) $ 347 $§ 214
Dividends declared per share ................... $ — 8 — % 129 % 172 § 172
Short-termdebt ................. ... .. ........ 8 — 3 536 $ 1,132.0 $ 1,2387 § 7222
Long-term debt due withinone year(¢) ........... 385.1 544.9 257.2 353.1 160.2
Debentures, notesandbonds (d) ................. — — 3,662.2 — —_
Total short-termdebt (d) ....................... $ 3851 $ 35985 $ 50514 $ 1,591.8 3 8824
Long-term debt and QUIDS (¢) (d) . .............. $4,540.8 $ 51274 $ 1159 $ 32004 $2,559.5
Capitalleases . ...........oo i, 23.8 325 39.1 353 344
Total long-term obligations () (d) ............... $45646 $ 51599 $ 1550 $ 3,235.7 $2,593.9
Total @SSets ... oot e $9,045.1 $10,171.9 $10,973.2 $11,032.5 $7,697.0

Notes:

(a) See Notes 1-11, 14, 27 and 28 to the Consolidated Financial Statements for factors and transactions that
affect trends and comparability of financial data for the years 2001, 2002, 2003 and 2004.
(b) Certain amounts for years prior to 2002 have been reclassified for comparative purposes, including the
effects of Emerging Issues Task Force Issue No. 02-3 “Recognition and Reporting of Gains and Losses on
Energy Trading Contracts” (“EITF 02-3”) as discussed in Note 5, “Wholesale Energy Activities,” to the

Consolidated Financial Statements.

(¢) In 2004, AE and certain of its subsidiaries entered into agreements to sell, or made the decision to sell,
certain non-core assets. The results of operations related to these assets have been reclassified to
discontinued operations for all prior periods presented. See Note 4, “Assets Held for Sale and Discontinued
Operations,” to the Consolidated Financial Statements for additional information.

(d) Long-term debt at December 31, 2002 of $3,662.2 million was classified as short-term as a result of debt
covenant violations. As of December 31, 2003, the debt was reclassified as long-term.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Overview

Allegheny is an integrated energy business that owns and operates electric generation facilities and delivers
electric and natural gas services to customers in Pennsylvania, West Virginia, Maryland, Virginia and Ohio. AE,
Allegheny’s parent holding company. was incorporated in Maryland in 1925 and is registered as a holding
company under PUHCA. Allegheny operates its business primarily through AE’s various directly and indirectly
owned subsidiaries.

Allegheny has two business segments:

o The Delivery and Services segment includes Allegheny’s electric and natural gas T&D operations.

o The Generation and Marketing segment includes Allegheny’s power generation operations.

The Delivery and Services Segment
The principal companies and operations in AE’s Delivery and Services segment include the following:

o The Distribution Companies include Monongahela (excluding its West Virginia generation assets),
Potomac Edison and West Penn. Each of the Distribution Companies is a public utility company and
does business under the trade name Allegheny Power. The Distribution Companies’ principal businesses
are the operation of electric and natural gas public utility systems.

o  Monengahela conducts an electric T&D business in northern West Virginia and an adjacent portion
of Ohio. Monongahela also conducts a natural gas T&D business, primarily through Mountaineer. In
August 2004, Monongahela signed a definitive agreement to sell its natural gas operations in West
Virginia, subject to certain conditions. The sale is expected to be completed in mid- to late-2005.
Monongahela also has generation assets, which are included in the Generation and Marketing
Segment. See “The Generation and Marketing Segment” below.

o Potomac Edison operates an electric T&D system in portions of Maryland, Virginia and West
Virginia.

o West Penn operates an electric T&D system in southwestern, north and south-central Pennsylvania.

In April 2002, the Distribution Companies transferred operational control over their transmission systems to

PIM. See “The PIM Market and the Distribution Companies’ PLR Obligations” below.

o Allegheny Ventures is a nonutility, unregulated subsidiary of AE that engages in telecommunications
and unregulated energy-related projects. Allegheny Ventures has two principal wholly owned
subsidiaries, ACC and AE Solutions. ACC develops fiber-optic projects, including fiber and data
services. AE Solutions manages energy-related projects.

The Generation and Marketing Segment
The principal companies and operations in AE’s Generation and Marketing segment include the following:

o AE Supply owns, operates and manages electric generation facilities. AE Supply also purchases and
sells energy and energy-related commodities, although it no longer engages in speculative trading
activities.

° Monongahela’s West Virginia generation assets are included in the Generation and Marketing segment.

o AGC was incorporated in Virginia in 1981. AGC is owned approximately 77% by AE Supply and
approximately 23% by Monongahela. All of AGC’s revenues are derived from sales of its 985 MW
share of generation capacity from the Bath County generation station to AE Supply and Monongahela.
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AE Supply is obligated under long-term contracts to provide the Distribution Companies with the power that
they need to meet a majority of their PLR obligations. The Generation and Marketing segment sells power into
PIM and purchases power from PIM to meet its obligations to the Distribution Companies under these contracts.
See “The PJM Market and the Distribution Companies’ PLR Obligations” below.

Although most of the Generation and Marketing segment’s generation capacity participates in the PIM
system, it owns generation capacity outside of PJM, including AGC’s interest in the Bath County generation
station and generation facilities in Gleason, Tennessee and Wheatland, Indiana. The Gleason and Wheatland
generation facilities have been classified as held for sale, and their results have been presented as discontinued
operations in the accompanying Consolidated Statements of Operations.

The Generation and Marketing segment also purchases and sells power in wholesale markets. However, AE
Supply exited its speculative trading activities in the Western U.S. trading markets and elsewhere in 2003 and
has implemented a strategy to focus on asset based optimization and hedging within its geographic region.

For more information regarding the AE segments and subsidiaries discussed above, see “Business—
Overview.”

Intersegment Services

AESC was incorporated in Maryland in 1963 as a service company for AE. AE, AE Supply, AGC, the
Distribution Companies, Allegheny Ventures and their respective subsidiaries have no employees. These
companies reimburse AESC at cost for services provided to them by AESC’s employees. AESC had
approximately 5,100 employees as of December 31, 2004.

The PJM Market and the Distribution Companies’ PLR Obligations

Allegheny’s business has been significantly influenced by state and federal deregulation initiatives,
including the implementation of retail choice and plans to transition from cost-based to market-based rates, as
well as by the development of wholesale electricity markets and RTOs, such as PJM.

Each of the states in Allegheny’s service territory, other than West Virginia, has, to some extent,
deregulated its electric power industry. Pennsylvania, Maryland, Virginia and Ohio have instituted retail
customer choice and are transitioning to market-based, rather than cost-based, pricing. In West Virginia, the rates
charged to retail customers are regulated by the West Virginia PSC and are determined through traditional, cost-
based, regulated utility rate-making. See “Business—Regulatory Framework Affecting Allegheny—State
Legislation, Rate Matters and Regulatory Developments.”

The Distribution Companies have PLR obligations to their customers in Pennsylvania, Maryland, Virginia
and Ohio. As “providers of last resort,” the Distribution Companies must supply power to retail customers who
have not chosen alternative providers (or have chosen to return to Allegheny service) at rates that are capped at
various levels during the applicable transition period. While these capped rates were determined based on the
cost of producing power, they are generally lower than recent prevailing market prices for power.

In April 2002, the Distribution Companies transferred functional control of their transmission assets to PJM.
PIM is the largest wholesale electricity market in the world and acts as an RTO, coordinating the movement of
electricity over the transmission grid in all or portions of Delaware, Illinois, Maryland, New Jersey,
Pennsylvania, West Virginia, Ohio, Virginia and the District of Columbia. The Distribution Companies have
adopted PJM’s transmission pricing methodology, including PJM’s congestion management system.

The Distribution Companies have long-term contracts with AE Supply under which AE Supply provides the
Distribution Companies with a majority of the power necessary to meet their PLR retail obligations. These
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contracts have both fixed-price and market-based pricing components. The amount of power purchased under
these contracts subject to the market-based pricing component increases each year through the applicable
transition period. Not all of these costs can be passed on to customers.

Allegheny has a generation fleet that is anchored by 10 base-load coal-fired units. Most of Allegheny’s
generation assets participate in the PJM system. The Generation and Marketing segment sells the power that it
generates into PJM and purchases through PJM the power necessary to meet its obligations to the Distribution
Companies. Historically, the Distribution Companies’ PLR obligations have absorbed the majority of
Allegheny’s generation capacity. The Generation and Marketing segment sells power into PJM at prices
determined through a competitive bidding process. The prices that it receives in the PJM market vary depending
upon demand and other market conditions. Prices generally are higher at times of peak demand and lower during
off-peak periods.

PJM directs, or “dispatches,” individual generation stations within its system to produce power. Depending
on market conditions, line congestion, plant availability and other factors across the PIM system, an individual
generation station within PJM may be available but may not be dispatched, if power is available from another
station at a lower cost. Thus, at any given time, the Generation and Marketing segment’s generation facilities
may or may not be dispatched, without regard to the PLR or other obligations of the Distribution Companies.

Challenges and Response

Prior to 1999, Allegheny functioned as an integrated regulated utility within its service area. In response to
federal and state deregulation initiatives, however, Allegheny separated its energy generation business from its
T&D business by transferring the majority of its generation assets to AE Supply. Allegheny’s former senior
management sought to transform AE Supply into a national power merchant in order to capitalize on these
regulatory and other energy industry trends. As part of this strategy, AE Supply acquired generation assets, which
collectively expanded Allegheny’s owned or controlled generation capacity by nearly one-third. AE Supply also
began construction of new generation facilities. In addition, AE Supply purchased the energy trading division of
Merrill Lynch in 2001. With this acquisition, the focus of AE Supply’s energy trading shifted from asset backed,
short-term trading in and around its generation assets to more speculative trading activities. This expansion was
financed primarily through debt.

Beginning in 2002, difficult market conditions, changes in the regulatory environment and Allegheny’s
worsening credit profile placed Allegheny in a weakened financial position, which continued during 2003 and
into 2004. Beginning in 2003, Allegheny’s new senior management implemented recovery plans and new long-
term strategies.

Allegheny’s long-term strategy is to focus on its core generation and T&D businesses. Allegheny’s
management believes that this emphasis will enable Allegheny to take advantage of its regional presence,
operational expertise and market knowledge. Specific goals for enhancing long-term value include:

°  Restoring Financial Strength. Beginning in 2003, Allegheny significantly improved its liquidity and
overall financial strength. Allegheny’s management believes that it can continue this trend by:

o Focusing on the Core Business. Allegheny has reoriented its business to focus on its core
businesses and assets. In 2003, Allegheny exited its speculative trading activities in the Western
U. S. and other energy markets. In addition, Allegheny has sold, or is seeking to sell, non-core
assets.

°  Substantially Reducing and Proactively Managing Debt. Between December 1, 2003 and January
31, 2005, Allegheny repaid approximately $1.2 billion of debt. Allegheny’s goal is to reduce its debt
by an additional $300 million by the end of 2005. Allegheny intends to continue its debt reduction
efforts by applying some of its cash flow from operations and the proceeds from asset sales to the
repayment of debt. The extent to which Allegheny utilizes these alternatives will depend upon the
terms that are available to it and their impact on its financial condition, long-term value and overall
strategy.
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«  Improving Liquidity. Allegheny is improving its liquidity through prudent cash management,
opportunistic sales of non-core assets, cutting costs and expenses, extending debt maturities and
obtaining a revolving credit facility. For example, in December 2004, AE Supply completed the sale
of its Lincoln Generating Facility and an accompanying tolling agreement for $175.0 million in
cash, subject to certain post-closing adjustments. Also in December 2004, AE sold a portion of its
interest in OVEC for $102 million in cash, $96 million of which was received at the closing of the
transaction and the remaining $6 million of which is expected to be paid after March 13, 2006, upon
the satisfaction of certain conditions. The proceeds from these transactions were used to repay debt.
AE and AE Supply also completed refinancings in 2004 that extended the maturities and lowered
the interest rates of much of their debt and established a revolving credit facility for AE. See
“Financial Condition, Requirements and Resources—Liquidity and Capital Requirements.”

»  Maximizing Operational Efficiency. Allegheny is working to maximize the availability and operational
efficiency of its physical assets, particularly its supercritical generation plants. In addition, Allegheny is
seeking to optimize operations and maintenance costs for its generation facilities and T&D assets and
related corporate functions, to reduce costs and to pursue other productivity improvements necessary to
build a high-performance organization.

*  Maximizing Generation Value. Allegheny is working to maximize the value of the power that it
generates by ensuring full recovery of its costs and a reasonable return through the traditional rate-
making process for its regulated utilities, as well as through the transition to market-based rates for AE
Supply and its subsidiaries.

* Managing Environmental Compliance and Risks. Allegheny is working to effectively manage its
environmental compliance efforts to ensure continuing compliance with applicable federal and state
regulations while controlling its compliance costs, reducing emissions levels and minimizing its risk
exposure.

*  Rebuilding the Management Team, Allegheny rebuilt its management team in 2003 and 2004.

Key Indicators and Performance Factors
The Delivery and Services Segment

Allegheny monitors the financial and operating performance of its Delivery and Services segment using a
number of indicators and performance statistics, including the following:

Revenue per MWh sold. This measure is calculated by dividing total revenues from retail sales of
electricity by total MWhs sold to retail customers. Revenue per MWh sold in 2004, 2003 and 2002 was as
follows:

2004 2003 2002

Revenue per MWh s0ld ... ..ottt e $54.48 $354.44 $54.25

Operations and maintenance costs (“O&M”). Management closely monitors and manages O&M in
absolute terms, as well as in relation to total revenues.

Capital expenditures. Management manages and prioritizes capital expenditures to meet operational needs
and regulatory requirements within available cash flow constraints.

Heating degree-days (“HDD”) and cooling degree-days (“CDD”). HDD is the measure of the variation
in the weather based on the extent to which the average daily temperature falls below 65 degrees Fahrenheit,
which is considered normal. CDD is the measure of the variation in the weather based on the extent to which the
average daily temperature rises above 65 degrees Fahrenheit. The regulated utility operations of the Distribution
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Companies are weather sensitive. Weather conditions directly influence the customer demand for electricity (or
natural gas) delivered by the regulated utility. In addition, regulated utility rates are determined, in part, on the
basis of expected normal weather conditions. Accordingly, deviations in weather from normal levels can affect
Allegheny’s financial performance. Normal (historical) HDD are 5,605 and normal (historical) CDD are 776,
calculated on a weighted-average basis across the geographic areas served by the Distribution Companies. The
following table shows actual HDD and CDD for the years indicated:

2004 2003 2002

HD D . 5205 5,622 5,182
O 789 663 1,091

The Generation and Marketing Segment

Aliegheny monitors the financial and operating performance of its Generation and Marketing segment using
a number of indicators and performance statistics, including the following:

kWh generated. This is a measure of the total physical quantity of electricity generation and is monitored
at the individual unit level, as well as various unit groupings.

Equivalent availability factor {(“EAF”). The EAF is a measure of a generation unit’s availability to
generate electricity. A unit’s availability is commonly less than 100%, primarily as a result of unplanned outages
or scheduled outages for planned maintenance. Allegheny monitors EAF by individual unit, as well as by various
unit groupings. Cne such grouping is all “supercritical” units. A supercritical unit utilizes steam pressure in
excess of 3,200 psi. This design characteristic enables these units to be larger and more efficient than other
generation units. Fort Martin, Harrison, Hatfield’s Ferry and Pleasants are supercritical units. These units
generally operate at high capacity for extended periods of time.

Station operations and maintenance costs (“Station O&M”). Station O&M includes base maintenance,
operations and special maintenance. Base maintenance and operations costs consist of normal recurring expenses
related to the day-to-day on-going operation of the generation station. Special maintenance includes outage,
outage related or system projects that relate to all of the generation stations. In addition, special maintenance
includes cost of removal and loss from retirement of assets of the unregulated portion of the Generation and
Marketing segment.

Capital expenditures. Management manages and prioritizes capital expenditures to meet operational needs
and regulatory requirements within available cash flow constraints.

The following table shows kWhs generated, EAFs and Station O&M for supercritical units and for all
generating units:

2004 2003 2002
All Generation Units:
kWhs generated (inmillions) .. ...... ... ... .. 46,162 48,334 50,879
BAF 82.4% 83.8% 858%
Station O&M: (in millions)
Base ... e $ 1953 $ 2185 $ 1724
Special ... 125.5 85.7 79.4
Total Station O&M . . . .. ... . ... $ 3208 $ 3042 $ 2518
Supercritical Units:
kWhs generated (inmillions) ....... ... ... . 35,731 35,961 38,211
EAF e 75.6% 78.1% 822%




Contracted coal position. This measure represents the physical quantity of coal available under firm
purchase contracts in force, expressed as a percentage of the estimated quantity of coal that will be consumed in
future periods. As of February 17, 2005, Allegheny’s contracted coal positions into 2005, 2006 and 2007 were
approximately 95%, 65% and 55%, respectively.

Primary Factors Affecting Allegheny’s Performance

The principal business, economic and other factors that affect Allegheny’s operations and financial
performance include:

» changes in regulatory policies and rates,

« changes in the competitive electricity marketplace,

¢ coal plant availability,

* weather conditions,

e environmental compliance costs,

* changes in the PJM market, rules and policies,

» availability and access to liquidity and changes in interest rates,
« cost of fuel (natural gas and coa_tl), and

+ labor costs.

Operating Statistics

The following table provides kWh sales information for electricity.

2004 2003
% Increase % Increase
2004 2003 2002 (Decrease)  (Decrease)
Delivery and Services:
KWhs sold (in millions)* ......................... 47,222 46,514 46,785 1.5% (0.6)%
Usage per average number of customers (kWhs):
Residential ............ ...ttt 12,038 11,835 11,588 1.7% 2.1%
Commercial ............ ... i, 59,757 58,713 58,938 1.8% 0.)%
Industrial . ....... ... .. i 759,305 749,959 755,962 1.2% (0.8)%
HDD ... 5,205 5,622 5,182 (7.4)% 8.5%
CDD .. e 789 663 1,091 19.0% (39.2)%
*  includes retail and wholesale and other
Generation and Marketing:
KWhs generated (inmillions) ...................... 46,162 48,334 50,879 4.5)% 5.0)%

The following table provides cubic feet sales information, excluding transportation and wholesale for the
natural gas operations, which are reflected in discontinued operations at December 31, 2004.

2004 2003
% Increase % Increase
2004 2003 2002 (Decrease)  (Decrease)
Delivery and Services:
Natural gassales (Bef) ....... .. ... ... ... 27.2 29.6 26.8 B.1)% 10.4%




Critical Accounting Estimates

The following represent the critical accounting estimates for Allegheny and its consolidated subsidiaries,
where applicable.

Use of Estimates: The preparation of financial statements in accordance with GAAP requires Allegheny to
make estimates that affect the reported amounts of assets, liabilities, revenues, expenses and related disclosure of
contingencies during the period covered. The estimates that require management’s most difficult, subjective and
complex judgments involve the fair value of commodity contracts and derivative instruments, goodwill, unbilled
revenues, regulatory assets and liabilities, pension and other postretirement benefit costs, long-lived assets and
contingent liabilities. Significant changes in these estimates could have a material effect on Allegheny’s
consolidated results of operations, cash flows and financial position.

Commodity Contracts: Allegheny has commodity contracts that are recorded at their fair value. Changes in
the fair value of these contracts are recognized in earnings under SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended by SFAS No. 137, “Accounting for Derivative Instruments and
Hedging Activities—Deferral of the Effective Date of FASB Statement No. 133—an amendment of FASB
Statement No. 133,” (“SFAS No. 1377), SFAS No. 138, “Accounting for Certain Derivative Instruments and
Certain Hedging Activities—an amendment of FASB Statement No. 133,” (“SFAS No. 138”) and SFAS No.
149, “Amendment of Statement 133 on Derivative Instruments and Hedging Activities,” (“SFAS No. 149”)
(collectively referred to as “SFAS No. 133”). Fair values for exchange-traded instruments, principally futures
and certain options, are based on actively quoted market prices. Management estimates the fair value of
commodity contracts that do not have quoted market prices, such as physical contracts, over-the-counter options
and swaps, using available and estimated market data and pricing models. These estimates may change from time
to time.

Inputs to the pricing models may include estimated forward natural gas and electricity prices, interest rates,
estimates of market volatility for natural gas and electricity prices, the correlation of natural gas and electricity
prices and other factors, such as generation unit availability and location, as appropriate. These inputs require
significant judgments and assumptions. Allegheny also adjusts the fair value of commodity contracts to reflect
uncertainty in prices, operational risks related to generation facilities and risks related to the performance of
counterparties. These inputs and adjustments become more challenging, and the models become less precise, the
further into the future these estimates are made. Actual effects on Allegheny’s consolidated financial position,
cash flows and results of operations may vary significantly from expected results if the judgments and
assumptions underlying the inputs to these models are wrong or the models prove to be unreliable.

During 2003, Allegheny exited its trading positions in the Western U.S. and other national energy markets.
In conjunction with its exit from these positions, Allegheny recognized significant realized and unrealized losses
during 2003. As of December 31, 2004, the majority of the fair value included in Allegheny’s trading portfolio
was related to interest rate swap agreements and commodity cash flow hedges.

Allegheny’s accounting for commodity contracts is discussed in Note 5, “Wholesale Energy Activities,” to
the Consolidated Financial Statements. Also, see Note 10, “Derivative Instruments and Hedging Activities,” to
the Consolidated Financial Statements and “Financial Condition, Requirements and Resources—Derivative
Instruments and Hedging Activities” below, for additional information regarding Allegheny’s accounting for
derivative instruments under SFAS No. 133.

Excess of Cost Over Net Assets Acquired (Goodwill): As of December 31, 2004, Allegheny’s intangible
asset for acquired goodwill was $367.3 million related to the acquisition of its energy marketing and trading
business from Merrill Lynch in March 2001. Allegheny tests goodwill for impairment at least annually. In 2002,
Allegheny recorded a goodwill impairment charge of $130.5 million related to its Delivery and Services
segment. The estimation of the fair value of Allegheny’s reporting units (an operating segment or one level
below an operating segment) involves the use of present value measurements and cash flow models. This process
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involves judgments on a broad range of information, including, but not limited to, market pricing assumptions for
future electricity revenues, future generation output and projected operating expenses and capital expenditures.
Significant changes in the fair value estimates could have a material effect on Allegheny’s results of operations
and financial position.

Unbilled Revenues: Unbilled revenues are primarily associated with the Distribution Companies. Energy
sales to individual customers are based on their meter readings, which are performed on a systematic basis
throughout the month. At the end of each month, the amount of energy delivered to each customer after the last
meter reading is estimated, and the Distribution Companies recognize unbilled revenues related to these amounts.
The unbilled revenue estimates are based on daily generation, purchases of electricity and natural gas, estimated
customer usage by customer type, weather effects, electric and natural gas line losses and the most recent
consumer rates. A significant change in these estimates and assumptions could have a material effect on
Allegheny’s consolidated results of operations and financial position.

Regulatory Assets and Liabilities: The Distribution Companies charge cost-based rates that are regulated
by various federal and state regulatory agencies. As a result, the Distribution Companies qualify for the
application of SFAS No. 71, “Accounting for the Effects of Certain Types of Regulation” (“SFAS No. 717),
which recognizes that the actions of a regulator can provide reasonable assurance of the existence of an asset or
liability. Regulatory assets or liabilities arise as a result of a difference between GAAP, excluding the effects of
rate regulation, and the economic effect of decisions by regulatory agencies. Regulatory assets generally
represent incurred costs that have been deferred, because they are likely to be recovered through customer rates.
Regulatory liabilities generally represent obligations to make refunds to customers for various reasons.

The Distribution Companies recognize regulatory assets and liabilities in accordance with the rulings of
their federal and state regulators. Future regulatory rulings may affect the carrying value and accounting
treatment of Allegheny’s regulatory assets and liabilities at each balance sheet date. Allegheny assesses whether
the regulatory assets are likely to be recovered in the future by considering factors such as changes in the
regulatory environment, recent rate orders issued by the applicable regulatory agencies and the status of any
pending or potential deregulation legislation. Assumptions and judgments used by regulatory authorities continue
to have an effect on the recovery of costs, the rate of return on invested capital and the timing and amount of
assets to be recovered by rates. A change in these assumptions may have a material effect on Allegheny’s results
of operations, cash flows and financial position.

Accounting for Pensions and Postretirement Benefits Other Than Pensions: Allegheny accounts for
pensions under SFAS No. 87, “Employers’ Accounting for Pensions,” (“SFAS No. 87”) and other postretirement
benefits under SFAS No. 106, “Employers’ Accounting for Postretirement Benefits Other Than Pensions,” (“SFAS
No. 106”). Under these rules, certain assumptions are made that represent significant estimates. There are many
factors and significant assumptions involved in determining Allegheny’s pension and other postretirement benefit
obligations (“OPEB”) and costs each period, such as employee demographics (including, among others, age, life
expectancies and compensation levels), discount rates, expected rates of return on plan assets, estimated rates of
future compensation increases, medical inflation and the fair value of assets funded for the plan. See Note 17,
“Pension Benefits and Postretirement Benefits Other Than Pensions,” to the Consolidated Financial Statements for
additional information concerning these assumptions. Changes made to provisions for pension or other
postretirement benefit plans may also affect current and future pension and OPEB costs. Allegheny’s assumptions
are supported by historical data and reasonable projections and are reviewed annually with an outside actuarial firm.

In determining its net periodic cost for pension benefits and for OPEB for 2004, Allegheny utilized a 6.0%
discount rate and an expected long-term rate of return on plan assets of 8.5%. The discount rate for 2003 was
6.5%, and the expected long-term rate of return on plan assets for 2003 was 9.0%. The expected long-term rate of
return on plan assets and the discount rate used to develop the net periodic benefit costs for 2005 are 8.5% and
5.9%, respectively. See Note 17, “Pension Benefits and Postretirement Benefits Other Than Pensions,” to the
Consolidated Financial Statements for additional assumptions used in determining net periodic benefit costs for
these benefit plans.
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In determining its liability, also referred to as the “benefit obligation,” for OPEB at September 30, 2004 (the
measurement date), Allegheny utilized a 5.9% discount rate and an expected long-term rate of return on plan
assets of 8.5%. The discount rate was 6.0% in 2003. The expected long-term rate of return on plan assets was
8.5% in 2003. See Note 17, “Pension Benefits and Postretirement Benefits Other Than Pensions,” to the
Consolidated Financial Statements for additional assumptions used in determining the benefit obligations for
these benefit plans.

In selecting an assumed discount rate, Allegheny reviews various Aa bond yields. Allegheny also performs a
yield-curve equivalent rate analysis to derive the discount rate that most accurately matches the observed yields
in the market for various maturities of debt to the duration of our liabilities. The 8.5% expected rate of return on
plan assets for 2005 is based on projected long-term equity and bond returns and asset allocations. The following
table shows the effect that a one percentage point increase or decrease in the 5.9% discount rate and the 8.5%
expected rate of return on plan assets for 2005 would have on Allegheny’s pension and other postretirement
benefits obligations and costs:

1-Percentage-Point  1-Percentage-Point
(In millions) Increase Decrease

Change in the discount rate:

Pension and OPEB benefit obligation . .......................... $(148.3) $181.2

Net periodic pension and OPEB cost .............. .. ... .. ...... ) $ (114 $ 138
Change in expected rate of return on plan assets: '

Net periodic pension and OPEB cost ......... ... ... ..., $ 8.8 $§ 88

Long-Lived Assets: Allegheny’s Consolidated Balance Sheets include significant long-lived assets that are
not subject to recovery under SFAS No. 71. As a result, Allegheny must generate future cash flows from these
assets in a non-regulated environment to ensure that the carrying values of these assets are not impaired. Some of
these assets are the result of capital investments that have been made in recent years and have not yet reached a
mature life cycle. Allegheny assesses the carrying amount and potential impairment of these assets whenever
events or changes in circumstances indicate that the carrying value may not be recoverable. Factors Allegheny
considers in determining if an impairment review is necessary include significant underperformance of the assets
relative to historical or projected future operating results, a significant change in Allegheny’s use of the assets or
business strategy related to the assets and significant negative industry or economic trends. When Allegheny
determines that an impairment review is necessary, it compares the expected undiscounted future cash flows to
the carrying amount of the asset. If the carrying amount of the asset is larger, Allegheny recognizes an
impairment loss equal to the amount by which the carrying amount of the asset exceeds the fair value of the
asset. In these cases, Allegheny determines fair value by the use of quoted market prices, appraisals or valuation
techniques, such as expected discounted future cash flows. Allegheny must make assumptions regarding these
estimated future cash flows and other factors to determine the fair value of the asset. Significant changes to these
assurnptions could have a material effect on Allegheny’s consolidated results of operations and financial
position.

Contingent Liabilities: Allegheny has established reserves for estimated loss contingencies when
management has determined that a loss is probable and the amount can be reasonably estimated. Revisions to
contingent liabilities are reflected in income in the period in which different facts or information become known,
or circumstances change, that affect the previous assumptions with respect to the likelihood or the amount of
loss. Reserves for contingent liabilities are based upon management’s assumptions and estimates and advice of
legal counsel or other third parties regarding the probable outcomes of the matter. If the ultimate outcome were
to differ from the assumptions and estimates, revisions to the estimated reserves for contingent liabilities would
be recognized. Contingent liabilities for Allegheny include, but are not limited to, restructuring liabilities, legal,
environmental and other commitments and contingencies.
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RESULTS QF OPERATIONS

Income (Loss) Summary

Delivery Generation

S“‘_““l“ﬂs_) and and
g% Services Marketing  Eliminations Total
Operating TeVENUES . ... .ot et iee e e iie ettt $2,764.1 $1,538.7  $(1,546.7) $2,756.1
Fuel consumed in electric generation . ..................... — (614.4) —_ (614.4)
Purchased power and transmission ........................ (1,779.0) (86.2) 1,536.8 (328.4)
Gain on sale of OVEC power agreement and shares .......... ‘ — 94.8 —_ 94.8
Deferred energy costs, net .. .......covtiei . (0.2) — — 0.2)
Operations and MAINLENANCE . .. ..o\ v v ennn e, (404.3) 424.1) 9.9 (818.5)
Depreciation and amortization ........................... (148.8) (150.6) — (299.4)
Taxes other than income taxes ...............ccvurvinn.. (128.5) (72.3) — (200.8)
Operating iNCoOMIE . ...\ vttt et e een 303.3 285.9 — 589.2
Other income and (expenses), net .. ....................... 23.1 1.7 (0.3) 24.5
Interest expense and preferred dividends ................... (129.2) (276.2) 0.2 (405.2)
Income (loss) from continuing operations before income taxes

and minority interest ... ... ... .. ... 197.2 11.4 0.1 208.5
Income tax (expense) benefit from continuing operations .. .... (79.9) 0.2 — (79.7)
Minority interest innetloss ............ ... ... .. ... — 0.9 — 0.9
Income (loss) from continuing operations .................. 117.3 12.5 0.D 129.7
(Loss) income from discontinued operations, netof tax . .... ... (14.0) (426.4) 0.1 (440.3)
Netincome (JOSS) ...ttt i $ 1033 $4139y $§ —  $ (3106
2003 |
OpEerating TeVEMUES . ...\ v vt r ettt ittt eiee e $2705.8 $ 956.2 $(1,479.7) $2,182.3
Fuel consumed in electric generation ...................... —_— (592.0) —_— (592.0)
Purchased power and transmission . ............. ... ...... (1,709.2) (76.1) 1,472.4 (312.9)
Deferred energy costs, net . ............... R 1.6 — — 1.6
Operations and maintenance .. ..............c.oounninnnn. .. (454.5) (538.2) 7.3 (985.4)
Depreciation and amortization ...................c0iian.. (152.2) (134.0) — (286.2)
Taxes other than income taxes ............... e (128.1) (75.8) — (203.9)
Operating income (10S8) .. ...ttt e 2634 (459.9) — (196.5)
Other income and (expenses), net .. ...........c...oveen.... 42.1 63.9 — 106.0
Interest expense and preferred dividends ................... (126.8) (301.00 —_ (427.8)
Income (loss) from continuing operations before income taxes '

and Minority interest .. .. .....vvvvr e, 178.7 (697.0) —_ (518.3)
Income tax (expense) benefit from continuing operations . .. ... (76.1) 278.3 — 202.2
Minority interestinnetloss ............. ... ... ... ...... — 7.2 — 7.2
Income (loss) from continuing operations .................. 102.6 (411.5) —_ (308.9)
Income (loss) from discontinued operations, netof tax ........ 9.2 (34.5) — (25.3)
Cumulative effect of accounting change, netoftax ........... (1.2) (19.6) — (20.8)
Netincome (10SS) . ..ot i $ 1106 $ (4656) $ —  $(355.0)
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(En millions) Delivery Generation
32_(_)_2_ Services Marketing  Eliminations Total
OPpETating TEVENUES . . ... vttee e eeite e viineeans, $3,299.1 $913.5 $(1,468.8) $2,743.8
Fuel consumed in electric generation . .................... — (576.6) — (576.6)
Purchased power and transmission ....................... (1,674.1)  (132.4) 1,460.0 (346.5)
Costofnatural gassold ......... ... ... ... .. ... .. .. .... (526.3) — — (526.3)
Workforce reduction eXpenses ............c.c..veiiii... (51.1) (56.2) — (107.3)
Deferred energy costs,net ............coo ... (2.6) — — (2.6)
Operations and maintenance . ....................co.u... (494.3) (701.4) 9.2 (1,186.5)
Depreciation and amortization . .. ........... .. ... ... .... (145.3)  (120.7) — (266.0)
Taxes other than incometaxes . ..............ccvvvuinn .. (119.4) (85.2) — (204.6)
Operating income (1088) .. .. .. ot 286.0 (759.0) 0.4 (472.6)
Other income and (expenses), net ........................ (42.8) 0.7 5.4) (47.5)
Interest expense and preferred dividends .................. (128.2)  (149.1) 5.0 (272.3)
Income (loss) from continuing operations before income taxes

and minority interest . ...........ouvreriann 115.0 (907.4) — (792.4)
Income tax (expense) benefit from continuing operations ... .. 34.1) 347.2 — 3131
Minority interestinnet loss . ............. ... 2.0 11.5 — 13.5
Income (loss) from continuing operations . ................. 82.9 (548.7) — (465.8)
Income (loss) from discontinued operations, net of tax ....... 1.3 37.7) — (36.4)
Cumulative effect of accounting change, netoftax .......... (130.5) — — (130.5)
Nt 0SS ottt e e e e $ (46.3) $(5864) $ — % (632.7)
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RESULTS OF OPERATIONS:

This section is an overview of AE’s consolidated results of operations, which are discussed in greater detail
for each segment in “Discussion of Segment Results of Operations” below.

Operating Revenues

Total operating revenues for 2004, 2003 and 2002, after the reclassification of operating revenues related to
discontinued operations as more fully described in Note 4, “Assets Held for Sale and Discontinued Operations,”
to the Consolidated Financial Statements were as follows:

(In millions) 2004 2003 2002
Delivery and Services:
Retail electric . ... ... .o $2571.6 $25055 $ 24653
Transmission services and bulk power ........... ... ... ... ... ... 127.8 135.6 162.0
Unregulated SEIVICES . . ..o vttt it e 40.0 42.6 648.3
Other affiliated and nonaffiliated energy services .................. 24.7 22.1 235
Total Delivery and Servicesrevenues ........................ $2,764.1 $2,705.8 $3,299.1
Generation and Marketing:
Revenue from affiliates . ..... ... ... ... . ... ... ... 1,491.8 14257 1,3949
Wholesale and other, net™ ........ ... .. ... ... . .. . .. .. $§ 469 §$ (469.5) $ (481.4)
Total Generation and Marketing revenues .................... $1,5387 $ 9562 $ 9135
ElmInations .. ... ... ... . it e $(1,546.7) $(1,479.7) $(1,468.8)
Total OPErating FEVENUES . ... vttt vttt ettt e e e, $2,756.1 $2,1823 $2,743.8

* In accordance with EITF 02-3, revenues related to energy trading are reported net, which resulted in negative
revenue amounts in 2003 and 2002. See Note 5, “Wholesale Energy Activities,” to the Consolidated Financial
Statements for additional information.

Operating Income

Operating income increased $785.7 million for 2004, primarily as a result of a $516.4 million increase in
wholesale and other revenue, a $211.8 million decrease in operating expenses and a $66.1 million increase in
retail electric revenue. Wholesale revenue increased due to a reduction in energy trading losses, primarily as a
result of AE Supply’s exit from trading activities in the Western U.S. energy markets in 2003. Operating
expenses decreased primarily due to decreases in salaries and wages, employee benefits, outside services and
other expenses. Retail electric revenue increased due to higher kWh sales resulting from increases in the average
number of customers served and customer usage.

Operating loss decreased $276.1 million for 2003, primarily due to write-offs during 2002 related to
cancelled generation projects and other investments determined to be impaired, as well as workforce reduction
expenses recorded in 2002,

Continuing Gperations

Income from continuing operations before income taxes and minority interest increased $726.8 million for
2004, primarily due to the $785.7 million increase in operating income discussed above and a $22.6 million
decrease in interest expense and preferred dividends, partially offset by an $81.5 million decrease in other
income. Interest expense decreased as a result of lower interest rates and lower average debt outstanding. Other
income decreased primarily as a result of a $75.8 million gain recognized during 2003 on the reapplication of
SFAS No. 71 by Monongahela and Potomac Edison.
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Loss from continuing operations before income taxes and minority interest decreased $274.1 million for
2003, primarily due to a $276.1 million decrease in operating loss and a $153.5 million increase in other income,
partially offset by a $155.5 million increase in interest expense and preferred dividends.

Income Tax Expense

The effective tax rates for Allegheny’s continuing operations were 37.3%, 39.4% and 39.8% for 2004, 2003
and 2002, respectively. The effective tax rates for 2004, 2003 and 2002 are higher than the federal statutory tax
rate, primarily as a result of state income taxes. The effective tax rate for 2003 is higher than the federal statutory
rate as a result of the reapplication of SFAS No. 71 and the amortization of deferred investment tax credits. The
effective tax rate for 2002 is higher than the federal statutory rate as a result of the amortization of deferred
investment tax credits.

Allegheny’s consolidated federal income tax returns through 1997 have been examined by the Internal
Revenue Service (“IRS™) and settled. The IRS is currently examining Allegheny’s consolidated federal income
tax returns for 1998 through 2003. Management believes that Allegheny’s accrued tax liabilities are adequate and
does not expect any settlement related to this examination to have a material impact on Allegheny’s consolidated
statement of operations, financial position or cash flow.

See Note 15, “Income Taxes,” to the Consolidated Financial Statements for additional information.

Discentinued Operations

Allegheny recorded losses from discontinued operations of $440.3 million, $25.3 million and $36.4 million
for the years ended December 31, 2004, 2003 and 2002, respectively, related to agreements to sell, or decisions
to sell, certain non-core assets. See Note 4, “Assets Held for Sale and Discontinued Operations,” to the
Consolidated Financial Statements for additional information.

Other Comprehensive Income (Loss)

The components of other comprehensive income (loss) include an adjustment related to the recognition of a
minimum pension liability and changes in the fair value of available-for-sale securities and cash flow hedges.
Other comprehensive income (loss) for 2004 was $16.5 million and included a $14.6 million adjustment related
to the minimum pension liability and an increase in the unrealized loss on cash flow hedges of $2.1 million, net
of $0.1 million representing the ineffective portion of the cash flow hedges. The adjustment related to the
minimum pension liability was due in part to a decrease in the discount rate used to determine the benefit
obligation from 6.0% in 2003 to 5.9% in 2004. Other comprehensive income (loss) for 2003 was $61.8 million,
representing an adjustment related to the minimum pension liability. This adjustment was primarily due to an
increase in the pension obligation caused by a 33.7% increase in the actuarial loss and a decrease in the discount
rate used to determine the benefit obligation from 6.5% in 2002 to 6.0% in 2003.
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DISCUSSION OF SEGMENT RESULTS OF OPERATIONS:
Delivery and Services Segment

Operating Revenues

(In millions) 2004 2003 2002
Retail electric . . . ..o oot $2,571.6 $2,505.5 $2,465.3
Transmission services and bulk power ............ ... ... ... .. ... ..., 127.8 135.6 162.0
Unregulated SEIVICES . . ...ttt 40.0 42.6 648.3
Other affiliated and nonaffiliated energy services ........................ 247 22.1 235
Total Delivery and Services revenues .. .........oovovueivenneennen.. $2,764.1 $2,705.8 $3,299.1

Retail electric revenues increased $66.1 million for 2004, primarily due to increases in residential,
commercial and industrial sales of $30.8 million, $16.7 million and $18.4 million, respectively. Residential and
commercial revenues increased due to higher MWh sales resulting from increases in customer usage and in the
average number of customers served. The increase in residential and commercial customer usage was primarily
due to an increase in cooling degree-days, partially offset by a decrease in heating degree-days. Industrial
revenues increased due to higher MWh sales resulting from increases in customer usage and in the average
number of customers served.

Retail electric revenues increased $40.2 million for 2003, primarily due to increased residential sales
resulting from increases in the average number of customers served and in customer usage. The increase in usage
was primarily due to an increase in average heating degree-days.

Retail electric revenues include T&D revenues from customers who chose alternate electricity generation
suppliers. Approximately 0.1% of Allegheny’s regulated customers in Pennsylvania, Maryland, Virginia and
Ohio in 2003 and 2004 chose alternate electricity generation suppliers.

The return of customers to full service results in an increase in revenues due to the addition of a generation
charge that Allegheny had not collected while the customers were using an alternative electricity supplier. The
return of customers to PLR service does not affect T&D sales, because Allegheny determines sales on the basis
of kWh delivered to customers, regardless of their electricity supplier.

Transmission services and bulk power revenues decreased $7.8 million for 2004, primarily due to a $13.1
million decrease in wholesale revenues as a result of the expiration of certain wholesale contracts in 2003 and a
$1.6 million decrease in bulk power revenues as a result of outages. These decreases were partially offset by a
$6.9 million increase in transmission revenues due to an increase in PJM transmission service revenue. The
Delivery and Services segment’s transmission services and bulk power revenues decreased $26.4 million for
2003, primarily due to decreases in affiliated bulk power revenue and wholesale revenue.

On April 2, 2002, the Distribution Companies transferred functional control of their transmission assets to
PIM. As part of its approval of the transfer of control, FERC permitted a transmission rate surcharge designed to
allow the Distribution Companies to recover $85.0 million in revenues that would otherwise not be collectible
once they joined PIM. In 2004, 2003 and 2002, the Distribution Companies recovered approximately $35.0
million, $27.0 million and $23.0 million of these surcharges, respectively. These amounts are included in
transmission services and bulk power revenues. FERC also allowed the Distribution Companies to collect a
surcharge to recover the costs associated with Allegheny’s integration into PJM, which expired at the end of
2004. Accordingly, the Distribution Companies have fully recovered all of these surcharges as of December 31,
2004.

Unregulated services revenues decreased $2.6 million for 2004, primarily due to the timing of revenues
related to progress on the construction of generation facilities for the Southern Mississippi Electric Power
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Association (“SMEPA”), which is accounted for under the percentage of completion method of accounting. The
Delivery and Services segment’s unregulated services revenues decreased $605.7 million for 2003, primarily as a
result of the sale of Alliance Energy Services, LLC (“Alliance Energy Services”) in December 2002.

Operating Expenses

Purchased Power and Transmission: Purchased power and transmission represents power purchases from,
and exchanges with, other companies (primarily AE Supply) as well as purchases from qualified facilities under
PURPA. Purchased power and transmission consists of the following items:

(Im millions) 2004 2003 2002
From PURPA generation * ... ... .. ..ttt $ 1978 $ 1964 $ 2002
Other purchased power . ......... .. .. .. .. . . 1,581.2 1,512.8 1,473.9
Total purchased power and transmission ........................... $1,779.0 $1,709.2 $1,674.1
* PURPA cost (cents perkWhsold) ........... ... ... ... ... ... ........ 5.2 5.6 5.6

Purchased power and transmission from PURPA generation increased $1.4 million for 2004, primarily due
to a $7.7 million increase in expenses as a result of the receipt during 2003 of a contractually required payment
from one of the PURPA generation facilities that supplies power to Monongahela, which did not recur in 2004.
This increase was partially offset by a $4.7 million decrease in expenses at West Penn due to lower prices and
MWhs purchased. The increase in purchased power and transmission from PURPA generation was also partially
offset by a $1.7 million decrease in expenses at Potomac Edison due to lower MWhs purchased resulting from
increased outages and lower MWhs generated at lower average prices.

Purchased power and transmission from PURPA generation decreased $3.8 million for 2003, primarily due
to the receipt of contractually required payment from the PURPA generation facility described above. This
amount was partially offset by an overall 6.1% increase in MWhs generated by other PURPA generation
facilities. The PURPA cost on a cents per kWh basis reflected in the table above does not reflect the receipt of
the contractually required payment in 2003.

Other purchased power primarily consists of the Distribution Companies’ purchases of energy from AE
Supply. The Distribution Companies have long-term power sales agreements with AE Supply, under which AE
Supply provides them with the majority of the power necessary to meet their PLR obligations. These agreements
have both fixed-price and market-based pricing components. The amount of power purchased under these
agreements that is subject to the market-based pricing component increases each year through the applicable
transition periods. Other purchased power increased $68.4 million for 2004, primarily due to an increase in prices
resulting from the market-based pricing component of these agreements and an increase in volume. The increase
in volume was due to higher MWhs purchased in response to increased demand from the Distribution
Companies. Other purchased power increased $38.9 million for 2003, primarily due to an increase in AE
Supply’s prices resulting from the market-based pricing component of the power sales agreements. The market-
based pricing component of these agreements has no overall effect on Allegheny’s consolidated operating
income.

Cost of Natural Gas Sold: Cost of natural gas sold for 2004, 2003 and 2002 was as follows:

(In millions) 2004 2003 2002
Costof natural gas sold . ... ... ... . $—  §— $5263

Cost of natural gas sold represents the cost of natural gas for delivery to customers. No such cost was
incurred for 2004 or 2003. Cost of natural gas sold decreased $526.3 million for 2003 due to the sale of Alliance
Energy Services in December 2002. Alliance Energy Services historically accounted for a majority of the cost of
natural gas sold. Cost of natural gas sold attributable to Monongahela’s West Virginia natural gas operations has
been reclassified to discontinued operations for all periods presented. '
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Workforce Reduction Expenses: Workforce reduction expenses of $51.1 million for 2002 were allocated to
the Delivery and Services segment. See Note 9, “Restructuring Charges and Workforce Reduction Expenses,” to
the Consolidated Financial Statements for additional information.

Deferred Energy Costs, Net: Deferred energy costs net, for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002

Deferred energy costs (benefit), net ... ... .. ... .. .. 502 $(1.6) $2.6

Deferred energy costs, net, increased $1.8 million for 2004. Deferred energy costs, net, are related to the
recovery of net costs associated with purchases from the AES Warrior Run Cogeneration Facility. For a detailed
discussion of the AES Warrior Run cogeneration facility, see “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” for Potomac Edison. These deferred energy costs are offset by
similar amounts included in operating revenues or operating expenses and have no impact on operating income.

Operations and Maintenance: Operations and maintenance expenses for 2004, 2003 and 2002 were as
follows:

(In millions) 2004 2003 2002
Operations and MAINENANCE . . ... oot v e vttt ettt ettt e aieee s $404.3 $454.5 $494.3

Operations and maintenance expenses primarily include salaries and wages, employee benefits, materials
and supplies, contract work, outside services and other expenses. Operations and maintenance expenses
decreased $50.2 million for 2004. This decrease was due to a $15.4 million decrease in insurance expense, a
$15.2 million decrease in outside services and contract work expense, an $11.3 million decrease in employee
benefits expense and a $7.4 million decrease in salaries and wages expense. The decrease in insurance expense
was due to a reduction in costs for potential claims alleging exposure to asbestos. The decrease in outside service
and contract work expense was the result of decreased use of independent contractors and consultants. The
decrease in employee benefits expense reflects a $10.0 million decrease in SERP and Executive Life Insurance
Plan (“ELIP”) expenses, primarily due to costs recorded in 2003 for certain executives, and a $6.3 million
decrease in disability costs, principally related to costs recorded in 2003 in accordance with SFAS No. 112,
Employers’ Accounting for Postemployment Benefits—an Amendment of FASB Statements No. 5 and No. 43”
(“SFAS No. 1127). These amounts were partially offset by a $5.4 million increase in pension expense resulting
from reductions in both the discount rate and expected long-term rate of return on pension plan assets. The
decrease in salaries and wages expense was the result of a decrease in the number of employees.

Operations and maintenance expenses decreased $39.8 million for 2003. This decrease was primarily due to
a $57.6 million decrease in expenses, primarily as a result of reductions in equipment procurement and
subcontracting costs associated with Allegheny Energy Solutions’ engineering and construction project for
SMEPA. This amount was partially offset by a $14.6 million increase in contract work and outside services
expense and a $13.3 million increase in employee benefits expense.

Depreciation and Amortization: Depreciation and amortization expenses for 2004, 2003 and 2002 were as
follows:

(In milliens) 2004 2003 2002
Depreciation and amortization . ... ...ttt $148.8 $152.2 $145.3

Depreciation and amortization expense decreased $3.4 million for 2004, primarily due to an adjustment to
the remaining useful life of software and a decrease in the amortization of regulatory assets. These decreases
were partially offset by increased depreciation and amortization resulting from additions to property, plant and
equipment.




Total depreciation and amortization expenses increased $6.9 million for 2003. This increase was primarily
due to additions of property, plant and equipment.

Taxes Other Than Income Taxes: Taxes other than income taxes for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002
Taxes other than ifCOME tAXES . . . v v v v e et e e e e e $128.5 $128.1 $1194

Taxes other than income taxes primarily include gross receipts taxes, payroll taxes and property taxes.
Taxes other than income taxes increased $8.7 million for 2003, primarily as a result of increased gross receipts
taxes due to an increase in regulated utility revenues.

Other Income and Expenses, Net

Other income and expenses, net for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002
Other income and eXPENSes, MEL .. ... ...\ttt et e e $23.1 $42.1 $(42.8)

Other income and expenses, net, represent non-operating income and expenses before income taxes. Other
income and expenses, net, decreased $19.0 million for 2004, primarily as a result of a gain recognized in 2003
related to the reapplication of the provisions of SFAS No. 71 by Potomac Edison to generation assets in West
Virginia and sales of land.

Other income and expenses, net, increased $84.9 million for 2003, primarily due to decreased losses related
to equity earnings in non-affiliates, decreased losses on disposal of assets and a gain recognized in 2003 related
to the reapplication of SFAS No. 71. See Note 14, “Accounting for the Effects of Price Regulation” and Note 23,
“Other Income and Expenses, Net,” to the Consolidated Financial Statements for additional details.

Interest Expense and Preferred Dividends

Interest expense and preferred dividends for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002
Interest expense and preferred dividends ... ...... .. ... ... il $129.2 $126.8 $1282

Interest expense and preferred dividends increased $2.4 million for 2004, primarily due to an $8.5 million
increase in interest expense associated with the July 2003 issuance, by AE Capital Trust I (“Capital Trust”), a
wholly owned special purpose finance subsidiary of AE, of mandatorily-convertible trust preferred securities and
a $4.3 million increase in interest expense on first mortgage bonds. The increase in interest expense on first
mortgage bonds is due primarily to Monongahela’s bridge loan, which was refinanced with proceeds from its
June 2004 issuance of first mortgage bonds, and the one-month overlaps between Monongahela’s and Potomac
Edison’s issuances of new first mortgage bonds and their redemptions of outstanding first mortgage bonds. These
increases were partially offset by a $10.5 million decrease in interest expense as a result of the repayment of
notes and bonds by West Penn.

Interest expense and preferred dividends decreased $1.4 million for 2003, primarily as a result of decreased
average debt outstanding during 2003, resulting from the repayment and redemption of debt during the year.

For additional information regarding Allegheny’s short-term and long-term debt, see the Consolidated
Statements of Capitalization, Note 3, “Capitalization,” and Note 16, “Short-Term Debt,” to the Consolidated
Financial Statements. Also, see “Financial Condition, Requirements and Resources—Liquidity and Capital
Requirements” for additional information concerning Allegheny’s debt and financing transactions.
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Minority Interest in Net Loss

Minority interest in net loss was $2.0 million for 2002, which primarily represents The Energy Corporation
of America’s minority interest in Alliance Energy Services. Alliance Energy Services was sold on December 31,
2002.

Discontinued Operations

The Delivery and Services segment recorded losses from discontinued operations of $14.0 million for 2004
and income from discontinued operations of $9.2 million and $1.3 million for 2003 and 2002, respectively. These
amounts related to the agreement to sell Monongahela’s West Virginia natural gas operations. Comparative
information has been reclassified to reflect these results as discontinued operations. See Note 4, “Assets Held For
Sale and Discontinued Operations,” to the Consolidated Financial Statements for additional information.

Cumulative Effect of Accounting Changes, Net

In connection with their adoption of SFAS No. 143 on January 1, 2003, entities within Allegheny’s Delivery
and Services segment recorded charges of $1.2 million, net of income taxes, as the cumulative effect of an
accounting change as of January 1, 2003. See Note 11, “Asset Retirement Obligations,” to the Consolidated
Financial Statements for additional information.

In connection with their adoption of SFAS No. 142 on January 1, 2002, entities within Allegheny’s Delivery
and Services segment recorded a charge of $130.5 million, net of income taxes, as the cumulative effect of an
accounting change as of January 1, 2002. See Note 8, “Goodwill and Other Intangible Assets,” to the
Consolidated Financial Statements for additional information.

Generation and Marketing Segment:
Operating Revenues

Operating revenues for the Generation and Marketing segment were as follows:

(In millions) 2004 2003 2002
Revenue from affiliates . ... ... ..o $1,491.8 $1,425.7 $1,394.9
Wholesale and other, net * . ... .. .. ... . 46.9 (469.5) (481.4)
Total Generation and Marketing TeVENUES .. .........c.ovrirneirnennnnnns $1,538.7 $ 9562 $ 9135

* Amounts are net of energy trading losses as described in Note 5, “Wholesale Energy Activities,” to the
Consolidated Financial Statements. Energy trading losses include unrealized losses of $5.7 million, $468.4
million and $358.4 million for 2004, 2003 and 2002, respectively.

Operating revenues increased by $582.5 million for 2004. This increase was primarily due to a decrease in
energy trading losses in 2004 as a result of AE Supply’s exit from speculative energy trading activities in the
Western U.S. energy markets during 2003. Allegheny estimates that operating revenues for 2004 were reduced
by approximately $130 million as a result of the unplanned plant outages at Hatfield’s Ferry Unit No. 2 and
Pleasants Unit No. 1 during the first half of the year. Operating revenues for 2004 include $68.1 million of
proceeds associated with the sale of the CDWR contract and related hedge transactions that were released from
escrow in 2004.

Revenue from affiliates: Revenue from affiliates results primarily from the sale of power to the
Distribution Companies.

The Distribution Companies have long-term power sales agreements with AE Supply under which AE
Supply provides the Distribution Companies with a majority of the power necessary to meet their PLR
obligations. These agreements have both fixed-price and market-based pricing components. The amount of

64




power purchased under these agreements that is subject to the market-based pricing component increases each
year through the applicable transition period. Monongahela’s West Virginia generation facilities also provide
power at fixed prices to Monongahela’s Delivery and Services segment to meet its PLR obligations.

The average rate at which the Generation and Marketing segment sold power to the Distribution Companies
was $32.41, $31.80 and $31.11 per MWh for the years ended December 31, 2004, 2003 and 2002, respectively.

Revenue from affiliates increased $66.1 million and $30.8 million for 2004 and 2003, respectively,
primarily due to increased sales volume and increased prices under long-term power sales agreements with the
Distribution Companies.

Wholesale and other revenues, net: The table below describes the significant components of wholesale
revenues in 2004. Wholesale revenues have been accumulated in these categories beginning in 2004 in
connection with the Generation and Marketing segment’s change in strategy to eliminate speculative trading.
Comparative amounts for these components are not available for 2003 and 2002.

(In millions) 2004
PJM Revenue:

Generation sold 10 PIM .. .. ... . $1,837.5

Power purchased from PIM . .. ... . o e (1,929.8)

Nl Lttt e S (92.3)
Release of CDWR esCrow proceeds ... ... .ottt et $ 681
Trading activities:

Realized ZAINS . .. ..ottt ettt e e e § 674

Unrealized 108SeS . . oot e e (CN))

N BT $  61.7*
O her TEVENUES . . .o .ottt e e e e $ 94
Total wholesale and Other TEVENUES . . . .. ... i i e e et $ 469

* Does not include a $45.0 million loss on a contract with an affiliate that was included in affiliated revenues.
The net trading gain, including this affiliated transaction, was $16.7 million. This contract expired on
December 31, 2004 and was not renewed.

Wholesale and other revenues increased $516.4 million for 2004. This increase was primarily due to a
decrease in energy trading losses in 2004 as a result of AE Supply’s exit from speculative trading activities in the
Western U.S. energy markets in 2003. Revenues in 2004 include $68.1 million in proceeds associated with
escrow proceeds related to the sale of the CDWR contract and related hedge transactions that were released from
escrow in 2004. The net PIM purchases component of 2004 revenues was negatively impacted by outages at the
Hatfield’s Ferry and Pleasants generation stations.

The realized and unrealized components of wholesale and other revenues in 2003 and 2002 were as follows:

(In millions) 2003 2002

Realized LOSSES . . .o oo ittt $ (1.1) $(123.0)
Unrealized 108SES . ..ottt e (468.4) (358.4)
Total wholesale and otherrevenues . .......... ... . .. $(469.5) $(481.4)

Wholesale and other revenues increased $11.9 million in 2003 primarily due to a decrease in trading losses.
The net realized and unrealized losses for 2003 resulted primarily from speculative trading activities in the
Western U.S. energy markets, which AE Supply exited in 2003. For further information, see “Roll Forward of
Fair Value” below.
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The table below outlines components of total trading losses associated with exiting the Western U.S. energy
markets. These losses were partially offset by trading gains associated with trading and wholesale operations in
other national energy markets, net of trading losses associated with terminating or selling other energy trading
positions.

(In millions) 2003

Unrealized loss — Sale and termination of energy trading contracts in the Westem U.S.,net .......... $(394.0)
Unrealized loss — Renegotiation of contract terms prior to sale (Western U.S.) ............ ... ... (152.2)
Total net unrealized 10SS . ... ..ttt e e $(546.2)
Realized gain — Sale and termination of energy trading contracts in the Western U.S.,net ........... 11.0
Total trading losses associated with exiting the Western U.S. energy markets ..................... $(535.2)

Fair Value of Contracts: During 2003 and 2002, AE Supply engaged in the trading of electricity, natural
gas, oil, coal and other energy-related commodities in a number of different markets. During 2003, AE Supply
implemented a revised strategy to focus on its core generation business and, accordingly, did not enter into new
speculative trading positions. AE Supply is currently qualifying certain of its new contracts under the “normal
purchase and normal sale” scope exception under SFAS No. 133, and thereby accounts for these contracts on the
accrual method, rather than marking these contracts to market value. AE uses derivative accounting for contracts
that do not qualify under the scope exception. These contracts are recorded at fair value in the Consolidated
Balance Sheets. The realized and unrealized revenues from energy trading activities are recorded on a net basis in
“Operating revenues” in the Consolidated Statements of Operations in accordance with EITF 02-3. As a result of
AE Supply’s exit from the Western U.S. energy markets and the related termination or sale of trading positions in
other national energy markets in 2003, the fair value of the remaining trading portfolio consists primarily of
interest rate swap agreements and commodity cash flow hedges as of December 31, 2004.

The fair values of trading contracts, which represent the net unrealized gain and loss on open positions, are
recorded as assets and liabilities, after applying the appropriate counterparty netting agreements in accordance
with FASB Interpretation No. 39, “Offsetting of Amounts Related to Certain Contracts—an Interpretation of
APB Opinion No. 10 and FASB Statement No. 105.” At December 31, 2004, the fair values of trading contract
assets and liabilities were $17.2 million and $97.3 million, respectively. At December 31, 2003, the fair values of
trading contract assets and liabilities were $29.9 million and $102.6 million, respectively.

The following table disaggregates the net fair values of derivative contract assets and liabilities as of
December 31, 2004, based on the underlying market price source and the contract settlement periods. The table
excludes non-derivatives such as AE Supply’s generation assets, PLR requirements and SFAS No. 133 scope
exceptions under the normal purchase and normal sale election:

Fair value of contracts at December 31, 2004

Settlement by:

Classification of contracts Settlement
by source of fair value December 31, December 31, December 31, December 31, December 31, In Excess of
(In millions) 2005 2006 2007 2008 2009 Five Years Total
Prices actively quoted . . . . . $(28.1) $ 5.7 $(5.6) $(5.5) $(5.3) $(6.8) $(57.0)
Prices provided by other

external sources ....... —_ (24.5) — — — —_— (24.5)
Prices based on models . . .. 0.8 0.6 —_— — — — 1.4
Total .................. $(27.3) $(29.6) $(5.6) $(3.5) $(5.3) $(6.8) $(80.1)

In the table above, each contract is classified by the source of fair value, based upon the individual
settlement dates within an entire contract. Therefore, portions of a single contract may be assigned to multiple
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classifications based upon the source of the underlying market prices used to determine the fair value of the
contract. AE Supply determines fair value based on prices actively quoted from various industry services, broker
quotes and the New York Mercantile Exchange. Electricity markets are generally liquid for approximately one
year, and most natural gas markets are generally liquid for approximately three years. Thereafter, some market
prices can be observed, but market liquidity is less robust. A majority of the fair value of the contracts included
in the table above are interest rate swaps and commodity cash flow hedges.

Approximately $1.4 million of AE Supply’s contracts were classified as “prices based on models,” even
though a portion of these contracts is valued based on observable market prices. The most significant variables to
the models that AE Supply uses to value these contracts are the forward prices for both electricity and natural
gas. These forward prices are based on observable market prices to the extent prices are available in the market.
Generally, electricity forward prices are actively quoted for about one year, and some observable market prices
are available for about three years. After three years, the forward prices for electricity are based on the forward
price of natural gas and a marginal heat rate for generation (based on more efficient natural gas-fired generation)
to convert natural gas into electricity. For natural gas, forward prices are generally actively quoted for about three
years, and some observable market prices are available for about five years. Beyond five years, natural gas prices
escalate based on trends in prior years.

For settlements of less than one year, the fair value of AE Supply’s contracts was a net liability of $27.3
million, primarily related to interest rate swaps and commodity cash flow hedges. See Note 10, “Derivative
Instruments and Hedging Activities,” to the Consolidated Financial Statements for additional information.

Roll Forward of Fair Value: Net unrealized losses of $5.7 million for 2004 and $468.4 million (excluding
the cumulative effect of accounting change attributable to EITF 02-3 of $19.7 million) for 2003 were recorded on
the Consolidated Statements of Operations in “Operating revenues” to reflect the change in fair value of the
trading contracts. The following table provides a roll forward of the net fair value, or trading contract assets less
trading contract liabilities, of AE Supply’s contracts for 2004 and 2003:

(In millions) 2004 2003
Net fair value of contract (liabilities) and assets at January 1, ................. $(72.7) $429.7
Cumulative effect of accounting change attributable to EITF02-3 ............. $ — $ (19.7)
Changes in fair value of cash flow hedges ................... ... ....o.... $33 $ —
Unrealized losses on contracts, net:

Sale of energy trading portfolios and contracts ........................ § — $(166.0)

Renegotiation of contract terms related to CDWR contract . ... ........... — (152.2)

Other unrealized losses on contracts, Net . .........ccvtitvinnrannn . 5.7)  (150.2)

Total unrealized losses on contracts, net ...............ccouovnn.. $ (5.7) $(468.4)

Net options received or (paid) * ... ... oo et $ 16 $ (143)
Net fair value of contract liabilities at December 31, . ........ ... ... .. .. ... $(80.1) $ (72.7)

* Amounts reflect $(2.3) million and $14.3 million of option premium expirations for 2004 and 2003,
respectively.

As shown in the table above, the net fair value of AE Supply’s trading contracts decreased by $7.4 million.
This decrease was primarily the result of the effect of price movements on commodity contracts, partially offset
by scheduled periodic payments related to interest rate swaps and commodity contracts that were settled in 2004.
The 2003 decrease in the net fair value of AE Supply’s trading contracts was primarily the result of net
unrealized losses associated with AE Supply’s exit from speculative trading activities in the Western U.S. energy
markets during 2003.
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During 2003, AE Supply also refocused its trading operations in order to reduce the volatility and cash
collateral requirements associated with that business by exiting unfavorable tolling agreements, engaging in
mutual terminations and close-outs to reduce open trading positions and assigning and/or disposing of non-core
trading positions.

There has been, and may continue to be, significant volatility in the market prices for electricity and natural
gas at the wholesale level, which will affect AE Supply’s operating results and cash flows. Similarly, volatility in
interest rates will affect AE Supply’s operating results and cash flows.

Operating Expenses

Fuel Consumed in Electric Generation: Fuel consumed in electric generation represents the cost of coal,
natural gas, oil, lime and other materials consumed in the generation of power and emission allowances.

(In milliens) 2004 2003 2002
Fuel consumed in electric generation .. .........o.vviiiiiii e, $614.4 $592.0 $576.6

Total fuel expenses increased by $22.4 million for 2004, primarily due to a $34.1 million increase in natural
gas costs for the gas-fired units, an $8.5 million increase due to the consolidation of Hunlock Creek Energy
Ventures, LLC (“Hunlock Creek™) in 2004 and a $7.1 million increase in emission allowances. These increases
were partially offset by a $27.4 million decrease in costs for coal and oil fired units, primarily due to reduced
generation and increased efficiency, which were partially offset by a 2.1% increase in average fuel prices.
Allegheny estimates that fuel costs for 2004 were reduced by approximately $37 million as a result of the outages
at Hatfield’s Ferry Unit No. 2 and Pleasants Unit No. 1. Total fuel expenses increased by $15.4 million for 2003,
primarily due to a 4.0% increase in average fuel prices.

Purchased Power and Transmission: Purchased power and transmission includes power purchases and gas
pipeline transmission costs.

(In millions) 2004 2003 2002
Purchased power and tranSmission . ..........ccoveirrunren e $86.2 $76.1 $132.4

Purchased power and transmission increased $10.1 million for 2004, primarily due to an increase of $10.8
million related to the release to a third party of Kern River pipeline capacity. AE Supply’s election of normal
purchase and normal sale scope exception in accordance with SFAS No. 133 also contributed to the increase in
purchased power and transmission. However, this increase was offset by the impact of the consolidation of
Hunlock Creek in accordance with FASB Interpretation No. 46R, “Consolidation of Variable Interest Entities.”
See Note 26, ‘“Variable Interest Entities,” to the Consolidated Financial Statements for additional information.

Purchased power and transmission decreased $56.3 million for 2003, primarily due to a decrease in
wholesale market prices and additional generation capacity available for sale in the PIM market, as well as AE
Supply’s exit from the retail energy business in 2002.

Gain on Sale of OVEC Power Agreement and Shares: On December 31, 2004, AE sold a 9% equity
interest in OVEC to Buckeye. In addition, AE Supply assigned to Buckeye all of its rights and obligations under
a new OVEC inter-company power agreement that is effective on March 13, 2006. However, AE Supply will
retain its rights under the current agreement to 9% of the power from the OVEC electric generation facilities
through March 12, 2006. The sale resulted in a gain of $94.8 million, before income taxes ($60.0 million, net of
income taxes), which is recorded in “Gain on sale of OVEC power agreement and shares” on the Consolidated
Statements of Operations. AE recorded a gain of $6.2 million, before income taxes ($4.0 million, net of income
taxes), and AE Supply recorded a gain of $88.6 million, before income taxes ($56.0 million, net of income
taxes). Cash proceeds from the sale were $102.0 million, of which $6 million is expected to be received in March
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2006 upon the fulfillment of certain post-closing obligations. The remaining $96.0 million in proceeds was used
to reduce debt in January 2005. AE retained a 3.5% equity interest in OVEC, and Monongahela retained its rights
to 3.5% of OVEC’s power output.

Workforce Reduction Expenses: Workforce reduction expenses of $56.2 million were allocated to the
Generation and Marketing Segment in 2002, See Note 9, “Restructuring Charges and Workforce Reduction
Expenses,” to the Consolidated Financial Statements for additional information.

Operations and Maintenance: Operations and maintenance expenses for 2004, 2003 and 2002 were as
follows:

(In millions) 2004 2003 2002
Operations and Maintenance .. ..... ..ot eritiiien e, $424.1 $538.2 $7014

Operations and maintenance expenses decreased $114.1 million for the Generation and Marketing segment
for 2004, primarily due to a decrease of $41.1 million in outside services expense. In addition, operations and
maintenance expense for 2003 included $33.5 million in impairment charges related to assets held for sale and
$32 million of contract termination costs, which did not recur in 2004.

Operations and maintenance. expenses decreased $163.2 million for 2003, primarily due to impairment
charges of $272.9 million recorded in 2002 related to cancelled generation projects and the reorganization and
relocation of Allegheny’s trading division, neither of which recurred in 2003. In addition, reduced rent expenses
and other charges associated with the relocation of the segment’s energy trading operations contributed to the
decrease. These decreases were partially offset by additional lease termination costs and higher costs associated
with outside services and employee benefits.

Depreciation and Amortization: Depreciation and amortization expenses for 2004, 2003 and 2002 were as
follows:

(In miilions) 2004 2003 2002
Depreciation and amortization .. ..........cuuureint i e $150.6 $134.0 $120.7

Depreciation and amortization expense increased $16.6 million for 2004, primarily due to additions of
facilities, including the Springdale generation facility, which was placed in service in July 2003, and the
installation of environmental control equipment.

Total depreciation and amortization expenses increased $13.3 million for 2003. This increase was primarily
due to additions of facilities, including the Springdale generation facility, which was placed in service in July
2003.

Taxes Other Than Income Taxes: Taxes other than income taxes for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002
Taxes other than INCOME TAXES . . ..ottt ettt e e $72.3 $75.8 $852

Taxes other than income taxes decreased $3.5 million for 2004, primarily due to decreases in property taxes
as a result of lower assessed values and tax settlements. These amounts were partially offset by increases in
business and occupation taxes and payroll taxes.

Taxes other than income taxes decreased $9.4 million for 2003, primarily due to a $3.8 million reduction in

capital stock and franchise taxes, a $3.1 million reduction in business and occupation taxes, a $1.6 million
reduction in gross receipts taxes and a $1.2 million reduction in payroll taxes.
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Other Income and Expenses, Net

Other income and expenses, net for 2004, 2003 and 2002 were as follows:

(In millions) 1(1(_)1 2003 Z_OE
Other income and eXPenses, NEL . .. . .o vttt ettt ettt e $1.7 $63.9 3$0.7

Other income and expenses, net, represent non-operating income and expenses before income taxes. Other
income and expenses, net, increased in 2003 and decreased in 2004, primarily as a result of a $61.7 million gain
recognized in 2003 related to the reapplication of provisions of SFAS No. 71 by Monongahela to its generation
assets in West Virginia.

Interest Expense and Preferred Dividends

Interest expense and preferred dividends for 2004, 2003 and 2002 were as follows:

(In millions) 2004 2003 2002
Interest expense and preferred dividends ............ ... ... . i .., $276.2 $301.0 $149.1

Interest expense and preferred dividends decreased $24.8 million for 2004, primarily due to interest expense
savings of $57.9 million resulting from lower interest rates and lower average debt outstanding. These savings
were partially offset by $11.6 million of increased interest expense associated with Capital Trust’s July 2003
issuance of mandatorily-convertible trust preferred securities, a $9.8 million increase in the amortization of debt
expenses resulting from the write-off of deferred financing costs due to the refinancing of credit facilities in 2004
and a $12.0 million decrease in capitalized interest primarily resulting from the Springdale generation facility,
which was placed in service in July 2003.

Interest expense and preferred dividends increased $151.9 million for 2003, primarily as a result of an
increase in average long-term and short-term debt outstanding. The increase in average outstanding debt was the
result of financing AE Supply’s trading losses and generation facilities in Springdale, Pennsylvania and
St. Joseph, Indiana, as well as higher interest rates resulting from Allegheny’s lower credit rating. The increase in
average long-term debt outstanding was primarily the result of AE and AE Supply refinancing their debt in
February and March 2003.

For additional information regarding Allegheny’s shori-term and long-term debt, see the Consolidated
Statements of Capitalization, Note 3, “Capitalization,” and Note 16, “Short-Term Debt,” to the Consolidated
Financial Statements. Also, see “Financial Condition, Requirements and Resources—Liquidity and Capital
Requirements” for additional information concerning Allegheny’s debt restructuring in 2004 and 2003.

Minority Interest in Net Loss

Minority interest in net loss was $0.9 million, $7.2 million and $11.5 million for 2004, 2003 and 2002,
respectively, which primarily represents Merrill Lynch’s equity interest in AE Supply.

Discontinued Operations

The Generation and Marketing segment recorded losses from discontinued operations of $426.4 million,
$34.5 million and $37.7 million in 2004, 2003 and 2002. The loss for 2004 was primarily related to the write-
down to fair value of the Lincoln, Gleason and Wheatland gas-fired generation facilities, resulting from the
Company’s decision to sell these non-core assets, as well as operating losses at these facilities. The losses in
2003 and 2002 primarily related to operating losses at the Lincoln, Gleason and Wheatland facilities. Results of
operations of these facilities have been reclassified to discontinued operations for all periods presented. See Note
4, “Assets Held For Sale and Discontinued Operations,” to the Consolidated Financial Statements for additional
information.
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Cumnulative Effect of Accounting Changes, Net

In connection with its adoption of SFAS No. 143, AE Supply recorded a charge of $7.4 million, net of
income taxes, as the cumulative effect of an accounting change as of January 1, 2003. See Note 11, “Asset
Retirement Obligations,” to the Consolidated Financial Statements for additional information.

In connection with its adoption of EITF 02-3, AE Supply recorded a charge of $12.2 million, net of income

taxes, as the cumulative effect of an accounting change as of January 1, 2003. See Note 5, “Wholesale Energy
Activities,” to the Consolidated Financial Statements for additional information.
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FINANCIAL CONDITION, REQUIREMENTS AND RESOURCES
Liquidity and Capital Requirements

To meet cash needs for operating expenses, the payment of interest, retirement of debt and acquisitions and
construction programs, Allegheny has historically used internally generated funds (net cash provided by
operations less common and preferred dividends) and external financings, including the sale of common and
preferred stock, debt instruments, installment loans and lease arrangements. The timing and amount of external
financings depend primarily upon economic and financial market conditions and Allegheny’s cash needs and
capital structure objectives. The availability and cost of external financings depend upon the financial condition
of the companies seeking those funds and upon market conditions.

AE and AE Supply refinanced their bank debt on March 8, 2004. This refinancing provided AE with a $300
million unsecured credit facility, including a $200 million revolving credit facility and a $100 million term loan
facility. The $100 million term loan facility remained outstanding at December 31, 2004, There were $11.5
million of outstanding letters of credit drawn against the revolving credit facility resulting in available revolving
credit capacity of $188.5 million at December 31, 2004. The March 2004 refinancing also provided AE Supply
with $1.25 billion of secured term loans. AE Supply refinanced the outstanding amounts of these loans in
October 2004. For more information regarding the March and October refinancings, see “2004 Activity” below.

At December 31, 2004 and 2003, AE had cash and cash equivalents of $189.5 million and $528.6 million,
respectively.

Restricted cash balances were $228.9 million and $120.9 million at December 31, 2004 and 2003,
respectively. These restricted cash balances include transition charges collected by West Penn and collateral
deposits posted as security related to certain contractual obligations. The December 31, 2004 balance also
includes $198.3 million of the proceeds from the sale of the Lincoln Generating Facility and the assignment of
the OVEC power agreement. These proceeds were used to reduce outstanding debt in January 2005. The
December 31, 2003 balance also included $70.8 million of collateral placed in escrow related to the sale of the
CDWR contract, which was released in March 2004.

AE had collateral deposits of $88.7 million and $51.2 million at December 31, 2004 and 2003, respectively.
These deposits are posted as security with counterparties for various transactions. These amounts are included in
“Current assets” on the Consolidated Balance Sheets. Additionally, there were $0.2 million of collateral deposits
at December 31, 2004 posted as security with counterparties that is included in “Assets held for sale” on the
Consolidated Balance Sheets.

AE also had posted cash collateral of $39.1 million and $39.0 million at December 31, 2004 and 2003,
respectively, as security for surety bonds issued by a third party. These funds are invested in a temporary
investment fund and are included in the caption “Other” within the “Investments and Other Assets” section of the
Consolidated Balance Sheets.

Allegheny’s consolidated capital structure, including short-term debt and liabilities associated with assets
held for sale and excluding minority interest, as of December 31, 2004 and 2003, was as follows:

2004 2003
(In millions, except percents) Amount % Amount %
Dbt .o $5,012.6  77.8 $5,725.9 783
Common eqUILY ... ..ot 1,353.8  21.0 15159 207
Preferred equity . .. ...t 74.0 1.2 74.0 1.0

Total .. $6.4404 1000 $7,315.8 100.0




2004 Activity

On March 8, 2004, AE and AE Supply refinanced approximately $1.7 billion of long-term debt with new
borrowings in an aggregate amount of $1.55 billion. These new borrowings consisted of a $750 million secured
Term B Loan and a $500 million secured Term C Loan (collectively, the “AE Supply Loans”) at AE Supply and
unsecured revolving and term loan facilities at AE in the aggregate amount of $300 million (the “New AE
Facility” and together with the AE Supply Loans, the “New Loan Facilities”). See Note 3, “Capitalization,” for
additional information concerning the March 8, 2004 refinancing and the debt covenants contained in the New
Loan Facilities. As discussed below, the AE Supply Loans were refinanced in October 2004,

On June 9, 2004, Monongahela issued $120 million of 6.70% First Mortgage Bonds, which mature on June
15, 2014. The net proceeds of the bond issuance were used to repay Monongahela’s $53.6 million short-term
bridge loan in June 2004 and to fund the July 2004 redemption of $40 million of 8.375% First Mortgage Bonds
due 2022 and $25 million of 7.25% First Mortgage Bonds due 2007. Interest on the 6.70% First Mortgage Bonds
is payable semi-annually in arrears on each June 15 and December 15, commencing December- 15, 2004. The
bonds are redeemable at Monongahela’s option and rank equally in right of payment with its existing or future
first mortgage bonds.

On October 5, 2004, Allegheny sold 10 million shares of its common stock at a price of $15.15 per share
directly to institutional investors in a private placement. The proceeds of the sale, and cash on hand, were used to
reduce $200 million of debt at AE Supply.

On October 28, 2004, AE Supply refinanced the remaining $1.04 billion outstanding under the AE Supply
Loans. In connection with the refinancing of the AE Supply Loans, the Term B Loan and the Term C Loan were
consolidated into one loan (the “Refinanced AE Supply Loan”). The Refinanced AE Supply Loan bore interest at
a rate per annum equal to LIBOR plus 2.75%. Following the repayment of $200 million of the outstanding
balance of the Refinanced AE Supply Loan on January 14, 2005, the per annum interest rate on the Refinanced
AE Supply Loan was reduced to LIBOR plus 2.50%. The Refinanced AE Supply Loan will mature on March 8§,
2011. See Note 3, “Capitalization,” to the Consolidated Financial Statements for additional information regarding
the October 2004 refinancing and the debt covenants contained in the Refinanced AE Supply Loan.

On November 22, 2004, Potomac Edison issued $175 million of 5.35% First Mortgage Bonds, which mature
on November 15, 2014. The net proceeds of the bond issuance were used to fund the December 2004 redemption
of $55.0 million of 8.0% First Mortgage Bonds due 2022, $45.0 million of 7.75% First Mortgage Bonds due
2023 and $75.0 million of 8.0% First Mortgage Bonds due 2024. Interest on the 5.35% First Mortgage Bonds is
payable semi-annually in arrears on each May 15 and November 15, commencing May 15, 2005. The bonds are
redeemable at Potomac Edison’s option and rank equally in right of payment with its existing or future
unsubordinated indebtedness.

The aggregate amount of debt issued, by entity, during 2004 is shown below:

Potomac

(In millions) AE AE Supply Monongahela  Edison Total
AESupplyLoans ... $ —  $1,250.0 $ — $ — $1,250.0
Refinanced AE Supply Loan ...................... — 1,043.7 — — 1,043.7
NewAEFacility ........ ... ... oo 225.0 — — — 225.0
First Mortgage Bonds .. .......... ... .. ... ... .... — — 120.0 175.0 295.0
Borrowing Facilities .. .......... ... ... oL, — 28.3 — — 28.3

Total ... $225.0 $2,322.0 $120.0 $175.0 $2,842.0
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Redemptions of debt, by entity, during 2004 are listed below:

Potomac West

(In millions) AE AE Supply Monongahela  Edison Penn Total
Borrowing Facilities ..................... $257.0 $1,407.8 $ — $ — $ — $1,66438
AESupplyLoans ............... ... .. ... — 1,250.0 — — — 1,250.0
Refinanced AE Supply Loan ............... 61.6 61.6
First Mortgage Bonds .................... — — 65.0 175.0 — 240.0
New AE Facility ........................ 125.0 — — — — 125.0
Medium-Term Notes ..................... — — — — 84.0 84.0
TransitionBonds ........................ — — — — 73.7 73.7
Short-term Debt . ............ ... .. .. ..... — — 53.6 — — 53.6
Total ......... i $382.0 $2,7194 $118.6 $175.0 $157.7 $3,552.7

Certain amounts have been excluded from the tables above as they relate to liabilities associated with assets
held for sale as of December 31, 2004. During 2004, there were no issuances and $3.3 million of redemptions of
“other notes” related to liabilities associated with assets held for sale.

Allegheny currently anticipates contributing approximately $58 million to fund its pension plans, including
$0.3 million to the SERP during 2005. Allegheny also currently anticipates contributing an amount ranging from
approximately $27 million to $32 million during 2005 to fund postretirement benefits other than pensions. These
anticipated contributions will change if Allegheny’s actuarial assumptions or asset valuation methods change in
the future.

Allegheny may seek to engage in further financings to support capital expenditures and to maintain working
capital. In addition, Allegheny’s asset optimization, fuel procurement and risk management activities require
direct and indirect credit support. As of December 31, 2004, Allegheny had total debt of $5.01 billion, including
liabilities associated with assets held for sale.

2003 Activity

During 2003, AE, AE Supply, Monongahela and West Penn entered into agreements with various credit
providers to refinance and restructure the bulk of AE, AE Supply and Monongahela’s short-term debt (the
“Borrowing Facilities”). The aggregate amount of debt issued under the Borrowing Facilities, is shown below.
See Note 3, “Capitalization,” to the Consolidated Financial Statements for additional information regarding the
Borrowing Facilities and the defined terms.

The aggregate amount of debt issued, by entity, during 2003 is shown below:

(In_mM AE AE Supply Monongahela Total
Unsecured facility . ......... oot $3050 $§ — $— $ 305.0
Unsecured creditfacility . .........c.. oo i 25.0 — 10.0 350
Refinancing Credit Facility . .. ..... ... ... . ... .. i, — 987.7 — 987.7
Credit facility ....... ... i i —_ 420.0 — 420.0
Convertible Trust Preferred Securities ....................... 300.0 — — 300.0
Springdale Credit facility .......... ... ... ..o i, — 270.1 — 270.1
Amended A-NOtES ... ... . — 380.0 — 380.0
Total .. $630.0 $2,057.8 $10.0 $2,697.8

AE repaid $25.0 million of its unsecured credit facility in July 2003 and $33.0 million of its $305.0 million
unsecured credit facility during 2003. AE Supply repaid $250 million of its $420 million credit facility in
December 2003. Monongahela renegotiated its $10 million unsecured credit facility as part of a $55 million
revolving facility of which $53.6 million was drawn and has since been repaid.
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Redemptions of debt, by entity, during 2003 are listed below:

(In miltions) AE  AE Supply Monongahela WestPenn AGC  Total
Medium Term-NOtES . ... ..oooieiiieeee. .. $—  $1200 $43.5 $— $— 381635
Unsecured facility ............. . ... .. it 33.0 — — — — 33.0
Unsecured credit facility ........................ 25.0 — — — — 25.0
Creditfacility .. ....... ... o — 250.0 — — — 2500
Note Purchase Agreements ...................... — 61.5 3.4 — — 64.9
Pollution Control Bonds . ....................... — 2.9 16.2 — — 19.1
Debentures . ......oovii e — — — — 50.0 50.0
TransitionBonds ........... ... ... .. ... ...... — — — 76.0 — 76.0
Total ... ... . $58.0 $4344 $63.1 $76.0 $50.0 $681.5

On July 24, 2003, Allegheny raised $291 million ($275 million after deducting various fees and placement
agents’ commissions) from the issuance to Capital Trust, of units consisting of $300 million principal amount of
1178% Notes due 2008 and warrants for the purchase of up to 25 million shares of AE’s common stock,
exercisable at $12 per share. The warrants are mandatorily exercisable if AE’s common stock price equals or
exceeds $15 per share over a specified averaging period occurring after June 15, 2006. As of June 15, 2006, AE
has the right to redeem the notes at the redemption price of 105.9375% of the principal amount. The warrants are
attached to the notes and may be exercised only through the tender of the notes. Capital Trust obtained the
proceeds required to purchase the units by issuing $300 million total liquidation amount of its 1173%
Mandatorily-Convertible Trust Preferred Securities to investors in a private placement. The preferred securities
entitle the holders to receive distributions on a corresponding principal amount of notes and to direct the exercise
of warrants attached to the notes in order to effect the conversion of the preferred securities into AE common
stock. AE guarantees Capital Trust’s payment obligations on the preferred securities. In accordance with GAAP,
the Consolidated Balance Sheets reflect the notes as long-term debt. The notes and AE’s guarantee of the
preferred securities are subordinated only to the AE debt under the New AE Facility.

2004 Asset Sales

Lincoln Generating Facility. During the third quarter of 2004, AE Supply recorded a charge against
earnings to write-down its investment in the Lincoln Generating Facility to the expected net proceeds from the
sale. The write-down resulted in a charge against earnings of $209.4 million, before income taxes ($129.2
million, net of income taxes). This write-down is included in “Loss from discontinued operations, net of tax” in
the Consolidated Statements of Operations. The Lincoln Generating Facility is a component of Allegheny’s
Generation and Marketing segment. On December 15, 2004, AE Supply sold the Lincoln Generating Facility,
together with an associated tolling agreement, to an affiliate of ArcLight Capital Partners, LLC. The sale resulted
in a gain of $1.8 million, before income taxes ($1.1 million, net of income taxes), which is recorded in “Loss
from discontinued operations, net of tax” on the Consolidated Statements of Operations. Cash proceeds from the
sale were $175.0 million, which were used to reduce debt in December 2004 and January 2005.

OVEC. On December 31, 2004, AE sold a 9% equity interest in OVEC to Buckeye. In addition, AE
Supply assigned to Buckeye all of its rights and obligations under a new OVEC inter-company power agreement
that is expected to become effective on March 13, 2006. However, AE Supply will retain its rights under the
current agreement to 9% of the power from the OVEC electric generation facilities through March 12, 2006. The
sale resulted in a gain of $94.8 million, before income taxes ($60.0 million, net of income taxes), which is
recorded in “Gain on sale of OVEC power agreement and shares” on the Consolidated Statements of Operations.
AE recorded a gain of $6.2 million, before income taxes ($4.0 million, net of income taxes) and AE Supply
recorded a gain of $88.6 million, before income taxes ($56.0 million, net of income taxes). Cash proceeds from
the sale were $102.0 million, of which $6 million is expected to be received in March 2006 upon the fulfillment
of certain post-closing obligations. The remaining $96.0 million in proceeds was used to reduce debt in January
2005.

Land Sales. In 2004, West Penn and its subsidiaries completed land sales for aggregate proceeds of $11.1
million.
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2003 Asset Sales

Conemaugh Generating Station. On June 27, 2003, AE Supply sold its 83 MW share of the coal-fired
Conemaugh Generating Station, located near Johnstown, Pennsylvania, to a subsidiary of UGI Corporation, for
approximately $46.3 million in cash and a contingent amount of $5.0 million, which was received on March 3,
2004 after satisfaction of certain post-closing obligations. The sale resulted in a loss to AE Supply of $28.5
million before income taxes in 2003, without considering the contingent amount. In March 2004, AE Supply
issued a guarantee to a counterparty in respect of performance under a put option as part of the sale of this asset.
The guarantee has a two year term and was determined using a probability weighted cash flow approach. AE
Supply recorded a liability of $6.4 million based on the value determined under this approach.

Land Sales. In July 2003, West Penn completed land sales for aggregate proceeds of $9.6 million.

Fellon-McCord and Alliance Energy Services, LLC. In 2002, Allegheny Ventures sold Fellon-McCord, its
natural gas and electricity consulting and management services firm and Alliance Energy Services, a provider of
natural gas supply and transportation services, to Constellation Energy Group for approximately $21.8 million.
The proceeds from this sale were received in January 2003.

Anticipated Asset Sales

Allegheny has made the decision to sell certain non-core assets and has classified these assets as held for
sale. See Note 4, “Assets Held for Sale and Discontinued Operations,” for additional information relating to these
assets.

Terminated Trading Payments

In 2002, AE Supply was in default under its principal credit agreement after it declined to post additional
collateral in favor of several trading counterparties. This default caused 24 trading counterparties to terminate
trades with Allegheny by December 31, 2002. Allegheny settled with nine of these trading counterparties for a
net cash inflow of $6.8 million in 2002. As of December 31, 2002, Allegheny had recorded accounts receivable
of $9.0 million for payments due from terminated trading counterparties and had recorded accounts payable of
$40.6 million due to terminated trading counterparties. In 2003, Allegheny established payment schedules with
the remaining counterparties, settled the $40.6 million of accounts payable amounts and collected the $9.0
million of accounts receivable amounts. There were no amounts outstanding as of, or since, December 31, 2003
related to this matter.

Dividends

AE did not pay dividends on its common stock in 2004 or 2003. Monongahela paid dividends on its
common stock of approximately $33.2 million during 2004 and approximately $43.6 million during 2003.
Monongahela paid dividends on its preferred stock of approximately $5.0 million in 2004 and 2003. Potomac
Edison paid dividends on its common stock of approximately $43.0 million in 2004 and $30.5 million in 2003.
AGC paid aggregate dividends on its common stock to AE Supply and Monongahela of approximately $12.5
million in 2004 and $12.5 million in 2003.

Other Matters Concerning Liquidity and Capital Requirements

Allegheny has various obligations and commitments to make future cash payments under debt instruments,
lease arrangements, fuel agreements and other contracts. The tables below summarize the payments due by
period for these obligations and commitments, by entity, as of December 31, 2004. The tables below do not
include contingent liabilities, liabilities associated with assets held for sale and contractual commitments that
were accounted for under fair value accounting. For more information regarding fair value accounting, see
“Discussion of Segment Results of Operations, Generation and Marketing Segment.”
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Payments Due by Period

Payments Payments
from from Payments
January 1, Jannary 1, from
Payments by 2006 to 2008 to January i,
Contractual Cash Obligations and Commitments December 31, December 31, December 31, 2010 and
(In millions) 2005 2007 2009 beyond Total
Long-term debt due within one year** . ... ... $ 3828 5 — $ — $ — § 3828
Long-termdebt* ............... .. ...... — 1,159.9 363.2 3,035.3 4,558.4
Capital lease obligations** .. .............. 12.7 231 5.1 0.7 41.6
Operating lease obligations** ............. 7.1 7.7 6.4 20.8 42.0
PURPA purchased power ................. 204.1 417.8 431.3 3,773.9 48271
Fuel purchase and transportation
commitments** ... ... ... .. L ... 550.4 540.4 80.6 929 1,264.3
Total ... ... $1,157.1 $2,148.9 $886.6 $6,923.6 $11,116.2

*  Does not include debt associated with assets held for sale, unamortized debt expense, discounts, premiums
and terminated interest rate swaps that were accounted for as fair value hedges under SFAS No. 133. See
Note 10, “Derivative Instruments and Hedging Activities,” to the Consolidated Financial Statements.

**  Does not include amounts associated with assets held for sale.

Allegheny estimates that its capital expenditures for 2005 and 2006 will be $291.2 million and $378.5
million, respectively. These estimates include expenditures of $52.1 million and $129.3 million, respectively, for
environmental control technology. See Note 27, “Commitments and Contingencies” to the Consolidated
Financial Statements for additional information.

Assets Held For Sale

Contractual cash obligations and commitments related to assets held for sale at December 31, 2004 have
been excluded from the table above. The table below provides a summary of the payments due by period for
these obligations and commitments.

Payments Due By Period
Payments Payments
from from Payments
Payments January 1, January 1, from

y 2006 to 2008 to January 1,
Contractual Cash Obligations and Commitments December 31, December 31, December 31, 2010 and
(In millions) 2005 2007 2009 beyond Total
Long-term debt due within one year ........... $ 33 $— $— $ — §$ 33
Long-termdebt ............... ... ... ...... — 6.7 16.7 60.0 83.4
Capital lease obligations .................... 0.1 0.1 — — 02
Operating lease obligations .................. 0.4 0.5 0.2 04 1.5
Fuel transportation commitments ............. 217 434 43.4 108.5 217.0
Total ... $25.5 $50.7 $60.3 $168.9 $3054

Off-Balance Sheet Arrangements

Allegheny does not have any off-balance sheet arrangements that have, or are reasonably likely to have, a
current or future material effect on their financial condition, revenues, expenses, results of operation, liquidity,
capital expenditures or capital resources.
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Cash Flows

Allegheny’s cash flows from operating activities primarily result from the sale of electricity and gas. Future
cash flows will be affected by, among other things, the impact that the economy, weather, customer choice and
future regulatory proceedings have on revenues, future demand and market prices for energy, as well as
Allegheny’s ability to produce and supply its customers with power at competitive prices.

Operating Activities: Changes in cash flows from operations are generally consistent with changes in
results of operations and are further impacted by changes in working capital. Net income before depreciation and
amortization expense is a significant component of cash flows from operating activities.

Cash flows from operating activities for 2004 were $506.7 million, consisting of discontinued operations
and non-cash charges of $797.5 million and changes in certain assets and liabilities of $19.8 million, partially
offset by a net loss of $310.6 million. Cash flows from operating activities for 2003 were $370.1 million,
consisting of non-cash charges of $592.5 million and changes in certain assets and liabilities of $132.6 million,
partially offset by a net loss of $355.0 million.

Significant cash flows related to operating activities for 2004 included $88.6 million in net proceeds related
to the 2004 sale of the OVEC tolling agreement, $70.8 million in proceeds related to the 2003 sale of the CDWR
contract and related hedges to J. Aron & Company as a result of the exit from Western U.S. energy markets, $28
million in final scheduled payments in connection with the termination of the tolling agreement with Williams
Energy Marketing & Trading Company and $55.8 million in payments to Allegheny’s pension and other post-
retirement benefit plans, primarily as a result of contributing amounts to satisfy the funding requirements of these
benefits plans.

The changes in certain assets and liabilities for 2004 resulted in an increase in operating cash flows of $19.8
million. Operating cash flows were primarily generated by a $97.6 million change in taxes receivable/accrued,
net and a $26.9 million decrease in accounts receivable, net, related to seasonal timing of payments received and
revenues generated. These amounts were partially offset by cash flows used for operating activities primarily due
to a $37.5 million increase in collateral deposits held as security for certain contracts and a $27.6 million
decrease in accounts payable as a result of timing differences associated with the payment of certain working
capital obligations.

The changes in certain assets and liabilities for 2003 resulted in a net increase in operating cash flows of
$132.6 million. Operating cash flows were primarily generated by a $186.9 million change in taxes receivable/
accrued, net, primarily as a result of tax refunds received and a $116.8 million decrease in accounts receivable,
net, related to seasonal timing of payments received and revenues generated. These amounts were partially offset
by operating cash flows used primarily for a $92.3 million decrease in accounts payable as a result of timing
differences associated with the payment of certain working capital obligations and $47.7 million in payments to
terminate various energy trading contracts as a result of AE Supply’s exit from Western U.S. energy markets.

Investing Activities: Cash flows used in investing activities for 2004 and 2003 were $248.3 million and
$546.2 million, respectively.

Significant cash flows used in investing activities for 2004 included $265.6 million of capital expenditures
in accordance with planned capital improvements for the year and a $183.8 million increase in restricted funds
related primarily to funds required to be used to repay debt. These amounts were partially offset by the receipt of
$199.1 million in proceeds from the sale of various non-core assets.

Significant cash flows used in investing activities for 2003 included $318.4 million paid for the acquisition
of the Springdale, Pennsylvania generation facility, $254.5 million in other capital expenditures and a $42.7




million increase in restricted funds. These amounts were partially offset by $57.6 million in proceeds from the
sale of non-core assets.

Financing Activities: Cash flows used in financing activities for 2004 were $597.6 million. Cash flows
from financing activities for 2003 were $500.5 million.

Significant cash flows used in financing activities for 2004 included $3,506.0 million in payments for the
retirement of long-term debt and $53.6 million in payments for the retirement of short-term debt. The sources of
the funds for these payments included $2,811.6 million (net of $30.5 million related to original issue discounts
and debt issuance costs) in proceeds from the issuance of long-term debt and $151.4 million in proceeds from the
private placement of common stock.

Significant cash flows provided by financing activities for 2003 included $2,320.4 million in proceeds from
the issuance of debt under the Borrowing Facilities. These funds were primarily used for $1,079.2 million in net
repayments of short-term debt, $694.4 million in payments for the retirement of long-term debt and $46.3 million
in payments for costs associated with the Borrowing Facilities.

Financing
Common Stock

On October 5, 2004, AE sold 10 million shares of its common stock at a price of $15.15 per share directly to
institutional investors in a private placement. In addition, AE issued approximately 405,000 shares during 2004
in accordance with its Dividend Reinvestment and Stock Purchase Plan, Long-Term Incentive Plan and
Employee Stock Ownership and Savings Plan. AE issued approximately 373,000 shares of its common stock
during 2003 in accordance with these plans. AE issued approximately 1.3 million shares of its common stock
under these plans during 2002.

There were no shares of common stock repurchased in 2004 and 2003.

Long-term Debt

See Note 3, “Capitalization,” to the Consolidated Financial Statements for information regarding debt issued
and redeemed during 2004, 2003 and 2002, the New Loan Facilities and the Refinanced AE Supply Loan.

Short-term Debt

Allegheny had no short-term debt outstanding at December 31, 2004. Allegheny had $53.6 million of short-
term debt outstanding at December 31, 2003, which represented a bridge loan outstanding at Monongahela that
had a term of 364 days and was issued in September 2003. As described above under “Liquidity and Capital
Requirements—2004 Activity,” in June 2004, Monongahela issued $120 million of first mortgage bonds, the net
proceeds of which were used to repay, among other debt, Monongahela’s $53.6 million short-term bridge loan
which was due in September 2004. See Note 16, “Short-Term Debt,” 1o the Consolidated Financial Statements
for additional details regarding short-term debt activity during 2004 and 2003.

Operating Lease Transactions

In November 2001, AE Supply entered into an operating lease transaction to finance construction of a 630
MW generation facility in St. Joseph County, Indiana. As of December 31, 2002, AE Supply recorded the facility
on its Consolidated Balance Sheet as a result of lessor reimbursement for construction expenditures. AE Supply
recorded approximately $415.5 million of debt related to this obligation, including costs associated with
terminating the project, on its Consolidated Balance Sheet at December 31, 2002. In February 2003, AE Supply
purchased the project by assuming $380.0 million of the lessor’s long-term debt and paying an additional $35.5
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million. See Note 3, “Capitalization” to the Consolidated Financial Statements for additional information.
Following the purchase of the facility, Allegheny terminated the project resulting in a write-off of $192.0 million,
before income taxes ($118.4 million, net of income taxes).

In November 2000, AE Supply entered into an operating lease transaction to finance construction of a 540
MW generation facility in Springdale, Pennsylvania. In February 2003, AE Supply purchased the facility for
$318.4 million financed with debt, which was part of the Borrowing Facilities. The facility went into commercial
operation in July 2003. This facility includes two natural gas-fired combustion turbines and one steam turbine.
The Springdale facility was the final active new facility construction project in AE Supply’s pipeline. AE Supply
has suspended or terminated all other new facility construction activities.

Change in Credit Ratings

On January 28, 2004, Moody’s Investor Service (“Moody’s”) affirmed its credit ratings of AE, AE Supply
and other subsidiaries and revised their outlook to stable from negative. On February 12, 2004, Moody’s assigned
credit ratings to the New Loan Facilities and upgraded its credit rating for AE Supply’s Statutory Trust Secured
Debt to “B1” from “B2.”

On February 12, 2004, Fitch IBCA Ratings Services (“Fitch™) affirmed its credit ratings of AE, AE Supply
and other subsidiaries and revised their outlook to stable from negative. In addition, Fitch assigned credit ratings
to the New Loan Facilities and upgraded its credit rating for AE Supply’s Statutory Trust Secured Debt to “BB-"
from “B+.”

On February 17, 2004, Standard and Poor’s Ratings Services (“S&P”) reaffirmed its credit ratings, revised
the outlook to stable from negative and provided credit ratings for the New Loan Facilities.

On May 26, 2004, Fitch revised Monongahela’s, outlook to negative from stable.
On August 13, 2004, Moody’s revised the outlook for AE, AE Supply and AGC to positive from stable.

On August 20, 2004, S&P upgraded its credit rating of AE to “B+" from “B.” In addition, S&P upgraded its
credit ratings of the majority of AE’s subsidiaries one notch. S&P also revised the outlook of AE and its
subsidiaries to positive from stable.

On September 10, 2004, Fitch revised Monongahela’s outlook to stable from negative.

On February 17, 2005, S&P upgraded its credit rating of AE Supply’s Term B Loan (referred to as the
Refinanced AE Supply Loan) and the secured portion of the Amended A-Notes to “BB-" from “B+.” S&P’s
outlook for AE and its subsidiaries remains positive.

On February 24, 2005, Moody’s upgraded its credit rating for AE’s senior unsecured debt to “B1” from
“B2.” Moody’s also upgraded its credit rating for AE Supply’s senior secured debt to “Ba3” from “B1” and
upgraded its credit rating for AE Supply’s unsecured debt to “B2” from “B3.” Moody’s also upgraded its credit
rating for AGC’s unsecured debt to “B2” from “B3.” Moody’s upgraded its outlook for Monongahela, Potomac
Edison and West Penn to positive from stable, making the rating outlook for ail of Allegheny’s rated entities
positive.

On February 25, 2009, Fitch revised its outlook of AE, AE Supply and AGC to positive from stable.




The following table lists Allegheny’s credit ratings, as of March 7, 2005:

Moody’s S&P Fitch
Outlook Positive  Positive  Positive/Stable (a)
AE
Corporate credit rating . ... ...ttt it e e NR B+ NR
Unsecured debt . .. .. i B1 B- BB-
Trust preferred SeCUrities .. ... ... ..ottt B3 B- B+
AE Supply
Unsecured debt . . ... i B2 B- B-
Term B Loan . ... . Ba3 BB- BB-
PollutionControl Bonds . . .. ... ... ... .. . . . . NR NR AAA
AE Supply Statutory Trust (secured) ........... ..o, Ba3 NR BB-
Monongahela
First Mortgage Bonds (secured) .. .......... i Bal BB+ BBB
Unsecured debt . .. ..o e e e Ba2 B BBB-
Preferred stock . ... o e B1 B- BB+
Potomac Edison
First Mortgage Bonds (secured) . ....... ... o i Bal BB+ BBB
Unsecured debt ... ..o e Ba2 B BBB-
West Penn
Transition Bonds . ... ... . . Aaa AAA AAA
Unsecured debt . .. ..o e e Bal B+ BBB-
AGC
Unsecured debt . ...t B2 B- B-

(a) Outlook positive for AE, AE Supply and AGC. All other entities are stable.

Derivative Instruments and Hedging Activities

Allegheny follows SFAS No. 133 for hedging activities. SFAS No. 133 requires that an entity recognize all
derivatives as either assets or liabilities in the statement of financial position and measure those instruments at
fair value. The standards require that changes in a derivative’s fair value be recognized currently in earnings
unless specific hedge accounting criteria are met. The accounting for qualifying hedges allows a derivative’s
gains and losses to offset related results on the hedged item in earnings or other comprehensive income (loss) and
requires that a company formally document, designate and assess the effectiveness of transactions that receive
hedge accounting treatment.

The fair value of AE Supply’s trading portfolio is primarily comprised of interest rate swap agreements and
commodity cash flow hedges, which represented a net liability of $80.1 million and $72.7 million as of
December 31, 2004 and 2003, respectively. These are accounted for at fair value on the Consolidated Balance
Sheets.

On March 19, 2002, AE Supply entered into two treasury lock agreements to hedge its exposure to changing
United States Treasury interest rates on the forecasted issuance of long-term, fixed-rate debt in April 2002. These
treasury lock agreements were accounted for as cash flow hedges. In April 2002, these contracts were settled at a
loss of $1.6 million, before income taxes ($1.0 million, net of income taxes). The unrealized loss was recorded in
other comprehensive income (loss). In April 2002, AE Supply began reclassifying to earnings the amounts in
accumulated other comprehensive income (loss) for these treasury lock agreements over the life of the 10-year
debt. For 2004, 2003 and 2002, $0.2 million, before income taxes ($0.1 million, net of income taxes), was
reclassified from accumulated other comprehensive income (loss) to earnings.

On August 1, 2000, Allegheny issued a $165.0 million, 7.75% fixed-rate note and a $135.0 million, 7.75%
fixed-rate note. Each note matures on August 1, 2005 and requires semi-annual interest payments on August 1
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and February 1. On April 24, 2002, Allegheny entered into an interest rate swap to convert the fixed rates to
variable rates for the remaining term of the notes. Under the term of the swap, Allegheny received interest at a
fixed rate of 7.75% and paid interest at a variable rate equal to the three-month LIBOR plus a fixed spread.
Allegheny designated the swap as a fair-value hedge of changes in the general level of market interest rates.
During September 2002, Allegheny terminated the interest rate swap at its fair value of $11.3 million. As a resulit,
Allegheny has discontinued its fair value hedge accounting. The increase in the carrying amount of the fixed-rate
notes of $11.3 million as a result of the fair value hedge accounting is being amortized over the remaining life of
the notes. For 2004, 2003 and 2002, $3.8 million, $3.8 million and $1.5 million, respectively, before income
taxes ($2.4 million, $2.3 million and $0.9 million, respectively, net of income taxes), was amortized to the
Consolidated Statements of Operations.

During 2002, AE Supply recognized a net unrealized loss of $2.6 million related to derivative instruments
associated with the delivery of electricity that did not qualify for the normal purchase and normal sale exception
under SFAS No. 133.

Fellon-McCord and Alliance Energy Services—Sold in 2002

On November 1, 2001, Allegheny Ventures completed the acquisition of Fellon-McCord and Alliance
Energy Services. Effective December 31, 2002, Allegheny Ventures sold Fellon-McCord and Alliance Energy
Services. Alliance Energy Services was engaged in the purchase, sale and marketing of natural gas and other
energy-related services to various commercial and industrial customers across the United States. Alliance Energy
Services, on behalf of its customers, used both physical and financial derivative contracts, including forwards,
NYMEX futures, options and swaps, in order to manage price risk associated with its purchase and sales
activities. These derivative contracts were accounted for as cash flow hedges.

Alliance Energy Services’ primary strategy was to minimize its market risk exposure with respect to its
forecasted physical natural gas sales contracts to its customers by entering into offsetting financial and physical
natural gas purchase and transportation contracts. The transactions executed under this strategy were accounted
for as cash flow hedges, with the fair value of the offsetting contracts recorded as assets and liabilities on the
Consolidated Balance Sheets and changes in fair value for these contracts were recorded to other comprehensive
income (loss). For 2002, an unrealized gain of $31.2 million, net of reclassifications to earnings, income taxes
and minority interest, was recorded to other comprehensive income (loss) for these contracts. These hedges were
highly effective during 2002.

Additionally, as a service to its customers, Alliance Energy Services offered price risk intermediation
services in order to mitigate the market risk associated with natural gas. Under this program, Alliance Energy
Services would execute positions with the customer and enter into offsetting positions with a third counterparty.
These transactions did not qualify for hedge accounting under SFAS No. 133 and were accounted for on a mark-
to-market basis.

As a result of Allegheny Ventures’ sale of Fellon-McCord and Alliance Energy Services, the Consolidated
Balance Sheets as of December 31, 2004 and 2003, do not include any amounts for the fair value of Alliance
Energy Services’ derivative instruments.

NEW ACCOUNTING STANDARDS

Allegheny adopted FASB Interpretation No. 46 (Revised December 2003), “Consolidation of Variable
Interest Entities” (“FIN 46R™), as of March 31, 2004, FIN 46R requires Allegheny to consolidate entities or
contracts that represent a variable interest in a variable interest entity (“VIE”) if Allegheny is determined to be
the primary beneficiary of the VIE. Under FIN 46R, Allegheny consolidated Hunlock Creek as of March 31,
2004. This entity operates two plants that produce and sell electricity to Allegheny and a third party. The
consolidation resulted in an increase in total assets as of March 31, 2004 of $16.5 million. Consolidation of this
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entity had no impact on Allegheny’s net income or stockholders’ equity. Allegheny determined that West Penn
and Potomac Edison each has a long-term electricity purchase contract with an unrelated independent power
producer (“IPP”) that represents a variable interest under FIN 46R. These would be consolidated if either West
Penn or Potomac Edison is determined to be the primary beneficiary of the applicable VIE. Based on a
qualitative analysis, Allegheny does not believe that either West Penn or Potomac Edison is the primary
beneficiary of either of these VIEs. Allegheny continues to pursue, but has been unable to obtain, certain
quantitative information from the IPPs necessary to fully support this position. West Penn and Potomac Edison
have estimated power purchases for 2005 from these two IPPs in the amount of $50 million and $96 million,
respectively. West Penn recovers a portion, and Potomac Edison recovers the full amount, of the cost of the
applicable power contract in their rates charged to consumers. Neither West Penn nor Potomac Edison is subject
to any risk of loss associated with the applicable VIE, because neither of them has any obligation to the
applicable IPP other than to purchase the power that the VIE produces according to the terms of the applicable
electricity purchase contract.

In January 2004, the FASB issued FASB Staff Position (“FSP”) FAS 106-1 (“FSP 106-1"), “Accounting
and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and Modernization Act of
2003,” (the “Medicare Act”). The Medicare Act introduced a prescription drug benefit under Medicare Part D
and beginning in 2006, provides for the federal government to pay a subsidy for certain drug costs to companies
that provide coverage that is actuarially equivalent to the drug coverage under Medicare Part D. Allegheny has
elected to follow the deferral provisions of FSP 106-1, which permitted employers that provide drug benefits to
make a one-time election to defer accounting for any effects of the Medicare Act until authoritative guidance on
the accounting for the federal subsidy is issued. In May 2004, FASB issued Staff Position FSP FAS 106-2 (“FSP
106-27). “Accounting and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement
and Modernization Act of 2003”, which supercedes FSP 106-1 and provides guidance on accounting for the
effects of the new Medicare prescription drug legislation for employers whose prescription drug benefits are
actuarially equivalent to the drug benefit under Medicare Part D. Allegheny adopted the provisions of FSP 106-2
as of July 1, 2004. The adoption of FSP 106-2 did not have a significant impact on Allegheny’s accumulated plan
benefit obligation or its net periodic postretirement benefit costs.

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs—an amendment of ARB No. 43,
Chapter 4” (“SFAS No. 1517). This Statement amends the guidance in ARB No. 43, Chapter 4, “Inventory Pricing,”
to clarify the accounting for abnormal amounts of idle facility expense, freight, handling costs and wasted material
(spoilage). This Statement requires that those items be recognized as current-period charges regardless of whether
they meet the criterion of “so abnormal.” In addition, this Statement requires that allocation of fixed production
overheads to the costs of conversion be based on the normal capacity of the production facilities. The Statement will
be effective in January 2006. Allegheny is currently evaluating, but has yet to determine, the impact, if any, that the
adoption of SFAS No. 151 will have on its Consolidated Financial Statements.

In November 2004, the EITF issued Issue No. 04-10, “Determining Whether to Aggregate Operating
Segments That Do Not Meet the Quantitative Thresholds” (“EITEF 04-107). SFAS Statement No. 131,
“Disclosures about Segments of an Enterprise and Related Information” (“SFAS No. 131”) requires that a public
business enterprise report financial and descriptive information about its reportable operating segments.
Operating segments are components of an enterprise about which separate financial information is available that
is evaluated regularly by the chief operating decision maker in deciding how to allocate resources and in
assessing performance. Generally, financial information is required to be reported on the basis that it is used
internally for evaluating segment performance and deciding how to allocate resources to segments. At issue is
how an enterprise should evaluate the aggregation criteria in paragraph 17 of SFAS No. 131 when determining
whether operating segments that do not meet the quantitative thresholds may be aggregated in accordance with
paragraph 19 of SFAS No. 131. Allegheny is currently evaluating, but has yet to determine, the impact, if any,
that the adoption of EITF 04-10 will have on its Consolidated Financial Statements.
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In December 2004, the FASB issued a revision of SFAS Statement No. 123, “Accounting for Stock-Based
Compensation” (“SFAS No. 123-R”). This revised Statement supersedes APB Opinion No. 25, “Accounting for
Stock Issued to Employees,” and its related implementation guidance. The revised Statement focuses primarily
on accounting for transactions in which an entity obtains employee services in share-based payment transactions.
The revised Statement requires that the compensation cost relating to share-based payment transactions be
recognized in the financial statements. That cost will be measured based on the fair value of the equity or liability
instruments issued. Allegheny has not elected to early adopt SFAS No. 123-R. As a result, SFAS No. 123-R will
be effective for Allegheny in the third quarter of 2005 and will apply to all of Allegheny’s outstanding, unvested
share-based payment awards as of July 1, 2005 and all prospective awards. Allegheny has not determined the
impact that SFAS No. 123-R will have on its Consolidated Financial Statements or which of the three transition
methods permitted by SFAS No. 123-R will be elected.

In December 2004, the FASB issued SFAS Statement No. 153, “Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29.” This Statement amends APB Opinion 29 to eliminate the exception for
non-monetary exchanges of similar productive assets and replaces it with a general exception for exchanges of
non-monetary assets that do not have commercial substance. A non-monetary exchange has commercial
substance if the future cash flows of the entity are expected to change significantly as a result of the exchange.
The Statement will be effective in January 2006. Allegheny does not expect that the adoption of SFAS No. 153
will have a material impact on its Consolidated Financial Statements.

In addition the EITF issued No. 03-16, “Accounting for Investments in Limited Liability Companies”
(“EITF 03-16"). APB Opinion No. 18, “The Equity Method of Accounting for Investments in Common Stock,”
prescribes the accounting for investments in the common stock of corporations that are not consolidated. Limited
liability companies (“LLCs”) have characteristics of both corporations and partnerships, but are dissimilar from
both in certain respects. Due to those similarities and differences, diversity in practice exists with respect to
accounting for non-controlling investments in LLCs. Allegheny has already accounted for its investments in
LLCs in accordance with EITF 03-16. Therefore, no change or transition is required.

ITEM7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

During 2004, Allegheny continued its focus on reducing risk, optimizing the value of its generation
facilities, reducing the volatility of mark-to-market earnings and prudently managing and protecting the value
associated with the existing positions in its wholesale energy markets transactions portfolio.

Allegheny remains exposed to market risks associated with commodity prices and interest rates. The
commodity price risk exposure results from market fluctuations in the price and transportation costs of
electricity, coal, natural gas and other energy-related commodities. The interest rate risk exposure results from
changes in interest rates related to interest rate swaps and variable- and fixed-rate debt. Allegheny has a program
designed to systematically identify, measure, evaluate and actively manage and report market risks.

Allegheny’s Corporate Energy Risk Policy was adopted by its Board of Directors and is monitored by a
Risk Management Committee chaired by its Chief Executive Officer and composed of senior management. An
independent risk management group within Allegheny measures and monitors the risk exposures to ensure
compliance with the policy and to ensure that the policy is periodically reviewed.

To manage the financial exposure to commodity price fluctuations in its wholesale transactions portfolio,
fuel procurement, power marketing, natural gas supply and risk management activities, Allegheny, through AE
Supply, enters into contracts, such as electricity and natural gas purchase and sale commitments, to hedge the risk
exposure. However, Allegheny does not hedge the entire exposure of its operations from commodity price
volatility for a variety of reasons. To the extent Allegheny does not hedge against commodity price volatility, its
consolidated results of operations, cash flows and consolidated financial position may be affected either
favorably or unfavorably by a shift in the forward price curves and spot commodity prices.
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AF Supply’s wholesale energy business enters into certain contracts for the purchase and sale of electricity.
Certain of these contracts are recorded at their fair value and are an economic hedge for the generation facilities.
For accounting purposes, the generation facilities are recorded at historical cost less depreciation. As a result,
Allegheny’s results of operations and financial position can be favorably or unfavorably affected by a change in
forward market prices.

Of its commodity-driven risks, Allegheny is primarily exposed to risks associated with the wholesale
electricity markets, including the generation, fuel procurement, power marketing and the purchase and sale of
electricity. Allegheny’s wholesale activities principally consist of over-the-counter forward contracts for the
purchase and sale of electricity and natural gas. The majority of these contracts represent commitments to
purchase or sell electricity at fixed prices in the future. These forward contracts generally require physical
delivery of electricity.

In 2004, Allegheny reduced its exposure to variable interest rates by repaying debt subject to variable
interest rates. The exposure was further reduced in January 2005 as a result of the repayment of debt with the
proceeds of asset sales. At December 31, 2004, AE’s outstanding debt subject to variable interest rates was $1.08
billion, compared to $1.69 billion of outstanding debt subject to variable interest rates at December 31, 2003. AE
and AE Supply refinanced the Borrowing Facilities in March 2004 with the New Loan Facilities. The New Loan
Facilities carry the same interest rate risks as the Borrowing Facilities. In October 2004, AE Supply refinanced
the AE Supply Loans with the Refinanced AE Supply Loan. The Refinanced AE Supply Loan carries the same
risks as the AE Supply Loans. Accordingly, a one percent increase in the variable interest rate under the New AE
Facility and the Refinanced AE Supply Loan would increase Allegheny’s projected interest expense in 2005 by
approximately $10.8 million, on an annual basis, based on the amount of outstanding debt as of December 31,
2004. For additional information regarding these financing activities, see “Financial Condition, Requirements
and Resources—Liquidity and Capital Requirements.”

Credit Risk

Credit risk is defined as the risk that a counterparty to a transaction will be unable to fulfill its contractual
obligations. Allegheny evaluates the credit standing of a prospective counterparty based on the prospective
counterparty’s financial condition. Where deemed necessary Allegheny may impose specified collateral
requirements and use standardized agreements that facilitate netting of cash flows. Allegheny monitors the
financial conditions of existing counterparties on an ongoing basis. Allegheny’s independent risk management
group oversees credit risk.

Allegheny engages in various short-term energy trading activities. The counterparties to these transactions
generally include electric and natural gas utilities, independent power producers, energy marketers and
commercial and industrial customers. In the event the counterparties do not fulfill their obligations, Allegheny
may Incur a loss to close out a position.

Allegheny has a concentration of customers in the electric and natural gas utility industries, most of whom
are viewed as above investment grade credit quality. This concentration of customers may affect Allegheny’s
overall exposure to credit risk, either positively or negatively, because these customers may be similarly affected
by changes in economic or other conditions.

AE Supply exited the Western U.S. energy markets and terminated or sold the majority of its speculative
energy trading positions in all other national energy markets. Accordingly, AE Supply has refocused the
composition of its trading portfolio. As of December 31, 2004, the fair value of Allegheny’s trading portfolio is
comprised primarily of interest rate swap agreements with a single counterparty and commodity cash flow
hedges. If the counterparty to these interest rate swap agreements does not perform, AE Supply may be exposed
to greater costs. AE Supply, however, does not anticipate nonperformance by this counterparty, which is a
multinational financial institution.
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Additionally, AE Supply is a counterparty to certain long-term agreements for the transportation of natural
gas. See “Business—Fuel, Power and Resource Supply.”

Market Risk

Market risk arises from the potential for changes in the value of energy related to price and volatility in the
market. Allegheny reduces these risks by using its owned and contractually controlled generation assets to back
positions on physical transactions. Allegheny monitors market risk exposure and credit risk limits within the
guidelines of its Corporate Energy Risk Policy. Allegheny evaluates commodity price risk, operational risk and
credit risk in establishing the fair value of commodity contracts.

Allegheny and AE Supply use various methods to measure their exposure to market risk on a daily basis,
including a value at risk model (“VaR”). VaR is a statistical model that attempts to predict risk of loss based on
historical market price and volatility data over a given period of time. The quantification of market risk using
VaR provides a consistent measure of risk across diverse energy markets and products with different risk factors
to set the overall corporate risk tolerance, determine risk targets and monitor positions. Allegheny and AE Supply
calculate VaR by using a variance/covariance approach, in which the option positions are evaluated by using
their delta equivalences. Due to inherent limitations of VaR, including the use of approximations to value
options, subjectivity in the choice of liquidation period and reliance on historical data to calibrate the model, the
VaR calculation may not accurately reflect Allegheny’s and AE Supply’s market risk exposure. As a result,
changes in Allegheny’s and AE Supply’s market risk sensitive instruments could differ from the calculated VaR,
and these changes could have a material effect on Allegheny’s and AE Supply’s consolidated results of
operations and financial position. In addition to VaR, Allegheny and AE Supply routinely perform stress and
scenario analyses to measure extreme losses due to exceptional events. Allegheny and AE Supply review the
VaR and stress test results to deterrine the maximum expected reduction in the fair value of the entire energy
markets portfolio.

AE Supply’s exit from the Western U.S. energy markets has decreased both the magnitude and length of AE
Supply’s net open positions of its commodity contract trading portfolio, which had a corresponding decrease in
calculated VaR. AE Supply calculated VaR using the full term of all remaining wholesale energy market
positions that are accounted for as marked-to-market. This calculation is based upon management’s best
estimates and modeling assumptions, which could materially differ from actual results. As of December 31, 2004
and 2003, this calculation yielded a VaR of $0.3 million and $0.2 million, respectively.




ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Consolidated Statemenmnts of Operations

(Im thousands, except per share data)

Operating reveneES . ... .. ......uiumnmenennenannnannaenon

Operating expenses:
Fuel consumed in electric generation . . .....................
Purchased power and transmission .................... ....
Gain on sale of OVEC power agreement and shares ...........
Costof natural gassold . ......... .. ...
Workforce reduction eXpenses ......... ...,
Deferred energy costs,net ......... ... .. .. i
Operations and maintenance . ................coovurun.n..
Depreciation and amortization ......... ... .. ... .. ... ...
Taxes other than incometaxes ................coovinnnn..

Total operating eXpenses .. ...............vevunnrnn..
Operating income (10SS) .. ... i
Other income and (expenses), net (Note 23) ...................

Interest expense and preferred dividends:
Interest eXpense . ......... i
Preferred dividend of subsidiary ..........................

Total interest expense and preferred dividends ...........

Income (loss) from continuing operations before income taxes and
Minority Imterest . .. ... ... i e
Income tax expense (benefit) from continuing operations ........
Minority interest in net loss of subsidiaries ....................
Income (loss) from continuing operations .....................
Loss from discontinued operaticns, net of tax of $262,260, $14,820
and $21,360 (NOe d) . . ..o oottt e
Loss before cumulative effect of accounting changes ............

Cumuiative effect of accounting changes, net of tax of $0, $12,974
and $79,596 . . ...

Net loss . .. ...

Basic weighted average common shares outstanding ..............
Diluted weighted average common shares outstanding .............

Basic income (loss) per common share:
Income (loss) from continuing operations ...................
Loss from discontinued operations, netof tax ................
Cumulative effect of accounting changes, netoftax ...........

Netlosspercommonshare ..............................

Diluted inceme (Joss) per common share:
Income (loss) from continuing operations ...................
Loss from discontinued operations, netof tax ................
Cumulative effect of accounting changes, netoftax ...........

Netloss percommonshare ............ ... ...... .. ......

Year ended December 31,

2004

2003

2002

$ 2,756,121 $ 2,182,294 §$ 2,743,752

614,422 592,007 576,605
328,421 312,909 346,494
(94,826) — —

— — 526,250

— — 107,282

204 (1,737) 2,624
818,434 985,385 1,186,471
299,425 286,200 266,026
200,811 203,909 204,619
2,166,891 2,378,673 3,216,371
589,230 (196,379) (472,619)
24,522 105,989 (47,405)
400,196 422,792 267,309
5,037 5,037 5,037
405,233 427,829 272,346
208,519 (518,219) (792,370)
79,669 (202,170) (313,112)
(882) (7,174) (13,509)
129,732 (308,875) (465,749)
(440,330) (25,339) (36,427)
(310,598) (334,214) (502,176)
— (20,765) (130,514)

$  (310,598) $ (354,979) $  (632,690)

129,485,679 126,848,253 125,657,979

156,491,690 126,848,253 125,657,979

$ 1.00 $ (2.44) $ 3.71)

(3.40) (0.20) (0.29)
— (0.16) (1.04)
$ (2.40) $ (2.80) $ (5.04)
$ 099 $ (2.44) $ 3.71)
(2.82) (0.20) (0.29)
— (0.16) (1.04)
$ (1.83) $ (2.80) $ (5.04)

See accompanying Notes to Consolidated Financial Statements.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows
Year ended December 31,

(In thousands) 2004 2003 2002
Cash Flows From Operating Activities:
Nt 0SS Lot e $ (310,598) $ (354,979) $ (632,690)
Adjustments for discontinued operations and non-cash charges and (credits):
Loss from discontinued operations, net . ............ ... . ... ..... 440,330 — —
Cumulative effect of accounting changes,net ... ................... — 20,765 130,514
Reapplication of SFASNo. 71 .. ... . . — (75,824) —
Depreciation and amortization . .. ..........coiiiiiuaeaai. 299,425 326,935 308,552
Amortization of debtissuance costs . ............ ..., 44,401 33,681 9,650
(Gain) loss on asset sales and disposals . ... ...l (20,937) 22,054 (22,387)
Loss on sale of businesses before effect of minority interest .......... — — 31,450
Minority interest in net loss of subsidiaries . ....................... (882) (7,174) (13,509)
Deferred investment credit and income taxes,net .. ................. (18,907) (158,432) (205,195)
Stock-based compensation €Xpense . ... ...l 21,884 10,647 —
Unrealized losses on commodity contracts, net . . ..........c.ou.... 5,591 468,375 358,240
Workforce reduction eXpenses ...............iiiiiiiiiiina..n — — 97,658
Restructuring charges and related asset impairment . ................ — — 28,880
Impairment of unregulated investments .......................... — — 44,672
Impairment of generation projects ... ..........oii i — — 244,037
Other, net . ... 26,638 (48,546) 12,579
Changes in certain assets and liabilities:
Accounts receivable, net .. ... ... 26,871 116,749 (70,717
Materials and supplies . ........... . i (10,271) (23,707) (1,353)
Taxes receivable/accrued, net .. ... ... i 97,568 186,869 (122,925)
Collateral deposits .. ...ttt i e (37,533) (36,709) 2,412
Accounts payable . . ..., . (27,617) (92,333) 86,510
Benefit plans’ investments . .. ......... ... oo — 47,309 54,769
Commodity contract termination Costs .. ...........c.c.vvernniin .. (259) (47,706) 47,965
Other, Bet ... e e e e (28,993) (17,908) (63,308)
Net cash from operating activities ......................... 506,711 370,066 325,804
Cash Flows Used in Investing Activities:
Capital expenditures . ...t (265,618) (254,460) (403,142)
Acquisition of generation assets .. ........... i — (318,435) —
Proceeds from sale of businesses and assets .............. .o, 199,053 57,645 22,337
Increaseinrestricted funds ......... ... ... . ... (183,830) (42,676) (744)
Other Investments ... ... ...t e e e 2,130 11,707 2,780
Net cash used in investing activities ........................ (248,265) (546,219) (378,769)
Cash Flows (Used in) From Financing Activities:
Net repayments of short-termdebt ........... ... ... ... .. ... .. ... (53,610) (1,079,210) (106,762)
Issvance of longtermdebt ........ ... ... ... ... . . .. 2,811,547 2,274,008 1,143,304
Retirement of long-termdebt . ...... ... ... .. .. .. .. .. ... i (3,506,000) (694,354) (670,767)
Proceeds from issuance of common stock . ... ........ ... ... ... L 151,360 — 3,992
Exercise of Stock OPHONS . ... ...t 227 — —
Cash dividends paid on common stock ............. ... ... .. .. .. — — (150,551)
Cash dividends paid to minority shareholder in Hunlock Creek Energy
VUIES .« . oot ettt et e e e (1,100) — —
Net cash (used in) from financing activities ............ ..... (597,576) 500,534 219,216
Net (decrease) increase in cash and cash equivalents . .. ................... (339,130) 324,381 166,251
Cash and cash equivalents at beginning of period ...................... .. 528,612 204,231 37,980
Cash and cash equivalents atend of period ............................. $ 189482 $ 528,612 $ 204,231

Supplemental Cash Flow Information:
Cash paid (received) during the year for:
Interest (net of amount capitalized) .............................. $ 352582 $ 433,946 $ 289,948
INCOME tAXES, MBL . . . o vttt ettt e e e et e $ 5,173 $§ (267,024) $ (220,013)

See accompanying Notes to Consolidated Financial Statements
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

As of December 31,
(_In_tth_)_ 2004 2003
ASSETS
Current Assets:
Cashandcashequivalents .......... .. ... ... . .o iiiiiiinnennnn. $ 189482 $ 528,612
Accounts receivable:
(O 10} 11T (PP 164,666 203,801
Unbilled utility revenues .............. .. it 145,498 172,891
Wholesaleandother .. ... ... ... ... .. . ... . . . . 32,966 46,257
Allowance for uncollectible accounts . .................ccvvinin... (19,854) (29,329)
Materials and supplies . ...t e 100,054 109,651
Fuel, including stored gas ........... ... .. i 61,812 98,097
Deferred inCome taxes . ... ...ttt 44,590 44,610
Prepaid taXes . ... vt 46,900 46,405
Assets held forsale (Note d) .. ... .. . i i 150,031 —
Collateral deposits . .......... . .00 88,708 51,175
Commodity CONLracts .. ... ..ottt et 13,523 24,390
Restricted funds . ........ . 228,857 120,873
Regulatory assets . ...ttt e 37,626 68,665
Other .o e 20,273 31,186
Total CUrTeNt ASSEIS . . vt et e e e 1,305,132 1,517,284
Property, Plant znd Equipment, Net:
Generation ... ... ...ttt e 5,695,851 6,597,195
TranSImUuSSION . . . v v vttt ittt et et e e e e e 1,015,751 1,010,062
DAStribULON . .. e e 3,366,217 3,549,813
10 11T 463,515 525,092
Accumulated depreciation . ........ ... (4,341,282) (4,377,917)
Subtotal ... . 6,200,052 7,304,245
Construction Work in Progress . ..ot 102,966 149,232
Total property, plant and equipment, net . . ............ ... ... ..., 6,303,018 7,453,477
Investments and Other Assets:
Assets held forsale (Note 4) ... ... . i 340,457 —
Goodwill ... 367,287 367,287
Investments in unconsolidated affiliates ............................. 29,991 51,479
Intangible @ssets . ... ..ot e 33,215 41,710
Other . o e 46,628 45,007
Total investments and other assets .. .. ... . vttt 817,578 505,483
Deferred Charges:
Commodity CONTACES . . ..ottt ettt e e e et i 3,667 5,536
Regulatory assets ...... P 562,843 577,691
Other o 52,902 112,425
Total deferred charges .. ........ .. ... . ... . . 619,412 695,652
FOtal ASSES . .. .. e $ 9,045,140 $10,171,896

See accompanying Notes to Consolidated Financial Statements.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Consolidated Balance Sheets (continued)

As of December 31,
(I_nM 2004 2003
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:
Short-termdebt . ... . e $ — 3 53,610
Long-term debt due withinone year (Note 3) ........................ 385,142 544,843
Accounts payable . ... ... 223,584 281,514
ACCTUEd LAXES .« o vt ittt e e e e e 112,866 98,227
Commodity CONITACES . .. vttt e et e e 40,835 41,486
Accrued INtEIest . . ..ot e 61,726 60,830
Regulatory liabilities . .........c.. i — 2,229
Liabilities associated with assets held for sale (Note 4) ................ 37,471 —
O e .. e e 144,082 198,204
Total current liabilities ............ . it 1,005,706 1,280,943
Long-termDebt (Note 3) .. ...... ... ... i 4,540,764 5,127,437
Deferred Credits and Other Liabilities:
Commodity contracts . ... .........uiuineni 56,501 61,125
Investmenttax credit . ... oot 83,307 89,826
Deferred INCOME tAXES . . . . oottt e e et e 635,374 860,323
Obligations under capital leases . .............cc. it 23,788 32,483
Regulatory liabilities . ......... oo i 453,913 436,118
Adverse power purchase commitment ................ .. .. . ... 201,377 218,105
Liabilities associated with assets held forsale Note 4) ................ 89,356 —
O her ..o 505,620 462,220
Total deferred credits and other liabilities ...................... 2,049,236 2,160,200
Commitments and Contingencies (Note 27)
Minority Interest . ............. . . . . . . 21,618 13,457
Preferred Stock of Subsidiary ............. ... ... ... .. ... ... .. 74,000 74,000
Common Stockholders’ Equity:
Common stock—$1.25 per value per share, 260,000,000 shares
authorized, 137,430,137 shares issued and 137,380,644 shares
OULSTANAING . ..ottt e e e e 171,788 158,761
Other paid-incapital ......... ... .. . e 1,600,215 1,447,830
Retained (deficit) earnings . .......... . it (307,690) 2,910
Treasury Stock . ... o e (1,756) (1,438)
Accumulated other comprehensiveloss ........... ... ... ... ... ... (108,741) (92,204)
Total common stockholders’ equity .......... ... .. ... .. ... 1,353,816 1,515,859
Total Liabilities and Stockholders’ Equity ................................ $9,045,140 $10,171,896

See accompanying Notes to Consolidated Financial Statements.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
Consolidated Statements of Capitalization

(In thousands)

Common Stockholders’ Equity:
Common stock—3$1.25 par value per share, 260,000,000 shares authorized,
137,430,137 shares issued and 137,380,644 shares outstanding ............
Other paid-in capital . ........ .. i
Retained (deficit) earnings ... ... ... ot
T aSUIY SIOCK .o ot e
Accumulated other comprehensiveloss ......... ... .. .. o i

Total Common Stockholders’ Equity .................................

Preferred Stock of Subsidiary-—cumulative, $100 par value per share, 43,500,000 shares authorized,

outstanding as follows:

December 31, 2004
Shares Regular Call Price
Series Outstanding Per Share
440% -4.80% ... 190,000 $103.50 to $106.50
$6.28-87.73 ... 550,000 $100.00 to $102.86

Total Preferred Stock of Subsidiary (annual dividend of $5.0 million) ... ...

Long-term Debt:
December 31, 2004
Interest Rate %

First mortgage bonds, maturity:

2006-2007 ... 5.000

2014 .. 5.350 - 6.700

2022-2025 ..o 7.625-17.750
Transition bonds due 2004 - 2008 ....... 6.810 - 6.980
Debentures due 2023 ................. 6.875
Pollution control bonds and other secured

and unsecured notes due 2007 - 2029 .. 4,700 - 6.875
Medium-term debt due 2004 - 2012 ... ... 5.000 - 13.000
2003 Refinancing credit facility due

2004 -2005 ... .. —
2004 Refinancing credit facility, due

2007 -2011 ... 5.073 -5.280
Convertible Trust Preferred Securities due

2008 e 11.875

Unamortized debt discounts, premiums
and terminated interest rate swaps,
1173 S

Total ........... ... .. i,
Less current maturities ................

Total long-terrndebt ..............
Total short-termdebt .................

Total long-term debt associated with assets
heldforsale .................... ..

Total Capitalization ...............

See accompanying Notes to Consolidated Financial Statements.
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As of December 31,
2004 2003
$ 171,788 $ 158,761
1,600,215 1,447,830
(307,690) 2,910
(1,756) (1,438)
(108,741} (92,204)
$1,353,816 $1,515,859

$ 19,000 $ 19,000
55,000 55,000

$ 74000 $ 74,000
$ 300,000 $ 325,000
295,000 —
215,000 430,000
272,977 346,692
100,000 100,000
356,065 446,145
2,020,000 2,104,000
— 1,636,467
1,082,148 —
300,000 300,000
(15,284) (16,024)
4925906 5,672,280
385,142 544,843
$4,540,764 $5,127,437
$ — § 353,610
$ 86,732 % —
$6,440,454  $7,315,749




ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Consolidated Statements of Stockholders’ Equity

Accumulated
Other Retained other Total
Shares Common paid-in earnings  Treasury comprehensive stockholders’
(In thousands, except shares) outstanding stock capital (deficit) stock loss equity
Balance at January 1,2002 ... .. 125,276,479  $156,596 $1,421,117 $1,152487 $ — $ (20,231) $2,709,969
Netloss ................... — — — (632,690) — — (632,650)
Acquisition of treasury shares . . (11,589) —_— — — (411) — (411)
Issuance of common stock for
Dividend Reinvestment and
SavingsPlan.............. 1,332,383 1,665 25,063 — — — 26,728
Dividends declared on common
stock ... — — — (161,908) — — (161,908)
Change in other comprehensive
loss ..o — — — — — (10,181) (10,181)
Balance at December 31,2002 .. 126,597,273 158,261 1,446,180 357,889 (411) (30412) 1,931,507
Netloss ......... ...t — — — (354,979) — — (354,979)
Forfeiture of stock options and
awards ..., (28,949) — (473) — (1,027) — (1,500)
Issuance of common stock for
Dividend Reinvestment and
SavingsPlan.............. 399,914 500 2,123 — — — 2,623
Change in other comprehensive
10SS oo — — — — — (61,792) (61,792)
Balance at December 31,2003 .. 126,968,238 158,761 1,447,830 2,910 (1,438) (92,204) 1,515,859
Netloss ................... — — — (310,598) — — (310,598)
Issuance of common stock for
Dividend Reinvestment and
SavingsPlan.............. 363,361 454 5,591 — — — 6,045
Issuance of common stock,
net........o.iiiiii.... 10,000,000 12,500 138,860 — — — 151,360
Stock-based compensation
EXPENSE . ... i 16,000 20 7,306 —_ — — 7,326
Other common stock
transactions .............. 33,045 53 628 2) (318) — 361
Change in other comprehensive
1SS oo — — — — — (16,537) (16,537)

Balance at December 31, 2004 ..

137,380,644  $171,788

$1,600,215  $ (307,690)  $(1,756) $(108,741) $1,353,816

See accompanying Notes to Consolidated Financial Statements.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive Loss

Year ended December 31,

(In thousands) 2004 2003 2002
NetIOSS . ... o $(310,598) $(354,979) $(632,690)
Dther comprehensive loss, net of tax:
Minimum pension liability adjustment, net of tax of $10,477, $45,276
and 820,046 .. ... (14,677)  (62,063)  (29,451)
Other, netof tax of $64, $181and $0........... ... ... . ... ..... 103 271 —
Net minimum pension liability andother . ... ................ (14,574)  (61,792)  (29,451)
Unrealized gain (loss) on available-for-sale securities, net of tax of
$167,80and 3100 ... .. 87 — (100)
Tmpairment charges reclassified to earnings, net of tax of $0, $0 and
$000 ... —_ — 1,475
Net unrealized gains on securities ......................... 87 — 1,375
Unrealized (losses) gains on cash flow hedges for the period, net of
tax of $1,323,$0and $18,800 ....... . ... ... ... ...l (2,129) — 27,600
Reclassification adjustment for losses (gains) included in net income,
net of tax of $49,$0and $7,100 . .. ... ... ... .. 79 —_ (9,705)
Net unrealized (losses) gains on cash flow hedges ............ (2,050) — 17,895
Total other comprehensive loss ... ... ... ... .. i (16,537) (61,792) (10,181)
Comprehensive loss . ......... ... .. . . . . . $(327,135) $(416,771) $(642,871)

See accompanying Notes to Consolidated Financial Statements.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: ORGANIZATION

Allegheny Energy, Inc. (“AE”) is a holding company registered under the Public Utility Holding Company
Act of 1935, as amended ("PUHCA”). AE operates primarily through directly and indirectly owned subsidiaries
(collectively, “Allegheny”). Allegheny’s two business segments are the Delivery and Services segment and the
Generation and Marketing segment.

The Delivery and Services segment primarily consists of AE’s regulated utility subsidiaries. These
subsidiaries include Monongahela Power Company (“Monongahela”), excluding generation of electricity for its
West Virginia customers, The Potomac Edison Company (“Potomac Edison™) and West Penn Power Company
(“West Penn”) {collectively, the “Distribution Companies™). These subsidiaries primarily operate electric and
natural gas transmission and distribution (“T&D”) systems in Pennsylvania, West Virginia, Maryland, Virginia
and Ohio. These subsidiaries are subject to federal and state regulation, including PUHCA.

The Generation and Marketing segment consists primarily of AE’s subsidiary, Allegheny Energy Supply
Company, LLC (“AE Supply”), including Allegheny Generating Company (“AGC”). AE Supply, owns, operates
and controls electric generation capacity and supplies and trades energy and energy-related commodities. AGC
owns and sells generation capacity to AE Supply and Monongahela. The Generation and Marketing segment also
includes Monongahela’s generation of electricity for its West Virginia customers. The Generation and Marketing
segment is subject o federal regulation, including PUHCA, but is not subject to state regulation of rates except
for Monongahela which is subject to state regulation in West Virginia. As of December 31, 2004, the Generation
and Marketing segment had 10,851 megawatts (“MW?”) of generation capacity, which it owned or was committed
to purchase.

Allegheny Energy Services Corporation (“AESC”) is a wholly owned subsidiary of AE that employs
substantially all of the people who work at Allegheny. As of December 31, 2004, AESC employed approximately
5,100 employees, of which approximately 1,530 are subject to collective bargaining arrangements.

NOTE 2: BASIS OF PRESENTATION

During the third quarter of 2004, AE and certain of its subsidiaries entered into agreements to sell, or made
the decision to sell, certain non-core assets. The results of operations relating to these assets have been
reclassified to discontinued operations in the accompanying Consolidated Statements of Operations for all
periods presented. In accordance with the provisions of the Financial Accounting Standards Board’s (“FASB™)
Statement of Financial Accounting Standards (“*SFAS”) No. 144, “Accounting for the Impairment or Disposal of
Long Lived Assets,” (“SFAS No. 144”), the assets and liabilities associated with these discontinued operations
have been reclassified as held for sale in the Consolidated Balance Sheets as of, and subsequent to, the date that
held for sale criteria were met.

Certain amounts in the December 31, 2003 and 2002 Consolidated Statements of Operations and
Consolidated Statements of Cash Flows and the December 31, 2003 Consolidated Balance Sheet have been
ieclassified for comparative purposes.

Significant accounting policies of Allegheny are summarized below.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles used in
the United States of America (“GAAP”) requires Allegheny to make estimates that affect the reported amounts of
assets, liabilities, revenues, expenses and related disclosure of contingencies during the reporting period. On a
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

continuous basis, Allegheny evaluates its estimates, including those related to the calculation of the fair value of
commodity contracts and derivative instruments, unbilled revenues, goodwill, provisions for depreciation and
amortization, regulatory assets, income taxes, pensions and other postretirement benefits and contingencies
related to environmental matters and litigation. Allegheny bases its estimates on historical experience and on
various other assumptions that are believed to be reasonable under the circumstances, the results of which form
the basis for making judgments about the carrying values of assets and liabilities that are not readily apparent
from other sources. In the normal course of business, estimated amounts are subsequently adjusted to actual
results that may differ from the estimates.

Allegheny’s accounting for commodity contracts, which requires some of its more significant judgments
and estimates used in the preparation of its Consolidated Financial Statements, is discussed under “Revenues”
below and in Note 5, “Wholesale Energy Activities.” The accounting for derivative instruments is discussed in
Note 10, “Derivative Instruments and Hedging Activities.”

Consolidation

The Consolidated Financial Statements include the accounts of AE and its wholly owned and controlled
subsidiaries. All significant intercompany balances and transactions have been eliminated. The Consolidated
Financial Statements have been prepared in conformity with GAAP, giving recognition to the rate-making and
accounting practices of the Federal Energy Regulatory Commission (“FERC”) and applicable state regulatory
commissions.

Revenues

Revenues from the sale of electricity and natural gas to customers of the regulated utility subsidiaries are
recognized in the period that the electricity and natural gas are delivered and consumed by customers, including
an estimate for unbilled revenues.

Revenues from the sale of unregulated generation are recorded in the period in which the electricity is
delivered and consumed by customers.

Most of the power that Allegheny generates is sold into PJM Interconnection, L.L.C. (*“PIM”), a regional
transmission organization, and most of the power needed to meet the needs of customers of the Distribution
Companies is purchased from PJM. These PJM purchases and sales are reported on a net basis in “Operating
revenues.”

Allegheny records contracts entered into in connection with energy trading at fair value on the Consolidated
Balance Sheets. Changes in fair value are recorded as a component of “Operating revenues” on the Consolidated
Statements of Operations.

Fair values for exchange-traded instruments, principally futures and certain options, are based on actively
quoted market prices. Fair values are subject to change in the near term and reflect management’s best estimate
based on various factors. In establishing the fair value of commodity contracts that do not have quoted prices,
such as physical contracts, over-the-counter options and swaps, management uses available market data and
pricing models to estimate fair values. Estimating fair values of instruments which do not have quoted market
prices requires management’s judgment in determining amounts which could reasonably be expected to be
received from, or paid to, a third party in settlement of the instruments. These amounts could be materially
different from amounts that might be realized in an actual sale transaction.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Allegheny enters into physical energy commodity contracts and energy-related financial contracts. The sales
and purchases made under commodity contracts for energy trading are recorded in operating revenues in
accordance with Emerging Issues Task Force (“EITF”) Issue No. 02-3, “Recognition and Reporting of Gains and
Losses on Energy Trading Contracts” (“EITF 02-3") and EITF Issue No. 03-11, “Reporting Gains and Losses on
Derivative Instruments that are Subject to FASB Statement No. 133 and Not Held for Trading Purposes.”

Allegheny has netting agreements with various counterparties, which provide the right to set off amounts
due from or to the counterparty. In cases in which these netting agreements are in place, Allegheny records the
fair value of commodity contract assets and liabilities and accounts receivable and accounts payable with
counterparties on a net basis.

See Note 5, “Wholesale Energy Activities,” for additional details regarding activities related to energy
trading.

AE’s Delivery and Services segment is also constructing generation facilities for unrelated third parties.
Construction revenues are recognized under the percentage of completion method. Under this method, revenue is
recognized on a contract-by-contract basis determined by the percentage of costs incurred to date to total
estimated costs. Provisions for estimated losses on uncompleted contracts are made in the period in which such
losses are determined. Revenues from all other Delivery and Services segment activities are recorded in the
period during which products or services are delivered and accepted by customers.

Natural gas production revenue is recognized as income when the natural gas is extracted, delivered and
sold. Natural gas production revenue is primarily related to Mountaineer Gas Company (“Mountaineer”), the
operations of which have been reclassified to discontinued operations as the result of the agreement to sell this
asset.

Deferred Energy Costs, Net

Historically, the difference between the costs of fuel, purchased energy and certain other costs billed to
regulated electric utility customers has been deferred until it is either recovered from or credited to customers
under state fuel and energy cost-recovery procedures.” With the exception of one power purchase agreement
under the Public Utility Regulatory Policy Act of 1978 (“PURPA”) that remains subject to a deferred energy cost
mechanism in Maryland, however, fuel and purchased energy costs for the regulated electric utilities have been
expensed as incurred because the applicable state regulatory bodies eliminated their deferred energy cost
mechanisms.

The difference between natural gas supply costs incurred and natural gas cost revenues collected from
customers is deferred until recovered from, or credited to, customers under a Purchase Gas Adjustment (“PGA™)
clause in effect in West Virginia.

Deferred energy costs, net, related to Monongahela’s West Virginia natural gas operations have been
reclassified to assets held for sale and discontinued operations.

Debt Issuance Costs

Costs incurred to issue debt are recorded as deferred charges on the Consolidated Balance Sheets. These
costs are amortized over the term of the related debt instrument using the effective interest method.
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ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Property, Plant and Equipment

Regulated Subsidiaries. Regulated property, plant and equipment are stated at original cost. Cost includes
direct labor and materials, allowance for funds used during construction on regulated property for which
construction work in progress is not included in rate base and indirect costs such as administration, maintenance
and depreciation of transportation and construction equipment, postretirement benefits, taxes and other benefits
related to employees engaged in construction.

Upon normal retirement, the cost of depreciable regulated property, plus removal costs less salvage, are
charged to accumulated depreciation with no gain or loss recorded.

Unregulated Subsidiaries. Unregulated property, plant and equipment are stated at original cost. West
Penn’s, Potomac Edison’s and Monongahela’s Ohio and FERC generation assets were transferred to AE Supply
at book value at various times from 1999 through June 2001. For the unregulated subsidiaries, gains or losses on
asset dispositions and retirements are included in the determination of net income.

Allegheny capitalizes the cost of software developed for internal use. These costs are amortized on a
straight-line basis over the expected useful life of the software beginning upon a project’s completion.

Allegheny accounts for its natural gas exploration and production activities under the successful efforts
method of accounting. The cost of Monongahela’s natural gas wells is being depleted using the units of
production method. The results of operations for Monongahela’s West Virginia natural gas operations have been
reclassified to discontinued operations as the result of the agreement to sell this asset.

Intercompany Transactions

AE and its various subsidiaries, including each registrant and their subsidiaries, may enter into various
operating transactions with each other. It is Allegheny’s policy that the affiliated receivable and payable balances
outstanding from these transactions are eliminated on the Consolidated Balance Sheets and Consolidated
Statements of Cash Flows.

Common Transactions. Substantially all of the employees of Allegheny are employed by AESC, which
performs services at cost for Allegheny in accordance with PUHCA. Each entity is responsible for its
proportionate share of services provided by AESC.

AE and its subsidiaries file a consolidated federal income tax return. The consolidated income tax liability is
allocated among AE and its subsidiaries generally in proportion to the taxable income of each participant, except
that no subsidiary pays tax in excess of its separate return income tax liability. In accordance with this
consolidated tax sharing agreement, there may be intercompany receivable and payable balances among or
between the various registrants at any period. These balances may also be current or non-current, depending on
the nature of the asset or liability, income or expense that gave rise to the intercompany balance.

An internal money pool accommodates intercompany short-term borrowing needs to the extent that certain
of AE’s subsidiaries have funds available. The money pool provides funds to approved AE subsidiaries at the
lower of the previous day’s Federal Funds Effective Interest Rate, as quoted by the Federal Reserve, or the
previous day’s seven day commercial paper rate, as quoted by the same source, less four basis points. AE and AE
Supply can only lend money into the money pool. AGC can only borrow money from the money pool.
Monongahela, Potomac Edison and West Penn can either lend money into, or borrow money from, the money
pool.
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AE Supply. AE Supply supplies electricity to the Distribution Companies in accordance with agreements
approved by FERC to meet the majority of the Distribution Companies’ retail provider-of-last-resort (“PLR”™)
obligations. AE Supply also records ancillary transmission revenue from the Distribution Companies in
accordance with these agreements. AE Supply purchases power, under a market rate tariff and other agreements,
from its regulated affiliates. AE Supply’s expenses for these purchases are reflected in “Purchased power and
transmission” on its Consolidated Statements of Operations.

In November 2001, AE Supply entered into an agreement with Potomac Edison to purchase 180 MWs of
unit contingent capacity, energy and ancillary services from January 1, 2002 through December 31, 2004, related
to the AES Warrior Run generation facility. The Warrior Run agreement expired and was not renewed. The cost
of purchasing power under this contract is reported net of associated energy trading revenues in “Operating
revenues” on the Consolidated Statements of Operations in accordance with EITF 02-3.

Monongahela. Monongahela purchases the majority of the power necessary to serve its Ohio customers
who do not chocse an alternate electricity generation provider from its unregulated generation company affiliate,
AE Supply, in accordance with agreements approved by FERC. Monongahela’s expense for these purchases is
reflected in “Purchased power and transmission” on its Consolidated Statements of Operations.

Monongahela also sells electricity to AE Supply under a market rate tariff and other agreements.

Potomac Edison. Potomac Edison purchases the majority of the power necessary to serve its PLR
obligations from AE Supply in accordance with agreements approved by FERC. Potomac Edison’s expense for
these purchases is reflected in “Purchased power and transmission” on its Consolidated Statements of
Operations. Before Potomac Edison joined PJM in April 2002, if Potomac Edison purchased more electricity
than was needed to serve its customers, the excess electricity purchased was sold back to AE Supply and
reflected in “Operating revenues” on Potomac Edison’s Consolidated Statements of Operations. When Potomac
Edison joined PJM, operational changes were made so that Potomac Edison no longer has excess electricity to
sell back to AE Supply.

West Penn. West Penn purchases the majority of the power necessary to serve its PLR obligation from AE
Supply in accordance with agreements approved by FERC. West Penn’s expense for these purchases is reflected
in “Purchased power and transmission” on its Consolidated Statements of Operations. Before West Penn joined
PJM in April 2002, if West Penn purchased more electricity than was needed to serve its customers, the excess
electricity purchased was sold back to AE Supply and reflected in “Operating revenues” on West Penn’s
Consolidated Statements of Operations. When West Penn joined PIM, operational changes were made so that
West Penn no longer has excess electricity to sell back to AE Supply.

West Penn also owns property, including buildings and software that it leases primarily to AESC for its use
in providing services to Allegheny and its affiliates. These affiliated rent revenues are included in “Operating
revenues” on the Consolidated Statements of Operations.

AGC. AE Supply and Monongahela purchase all of AGC’s capacity in the Bath County generation station
priced under a ‘“‘cost-of-service formula” wholesale rate schedule approved by FERC. AE Supply and
Monongahela purchase power from AGC on a proportional basis, based on their respective equity ownership of
AGC. Under this arrangement, AGC recovers in revenue, all of its operations and maintenance expense,
depreciation, taxes other than income taxes, income tax expense at the statutory rate and a component for debt
and equity return on its investment.

99




ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TG CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Long-Lived Assets

Long-lived assets owned by Allegheny are reviewed for impairment whenever events or changes in
circumstances indicate the carrying amount of an asset may not be recoverable through operations, in accordance
with SFAS No. 144. If the carrying amount of the asset exceeds the expected undiscounted future cash flows
generated by the asset, an impairment loss is recognized, and the asset is written down to its fair value. Fair value
is determined by the use of quoted market prices, appraisals or other valuation techniques, such as expected
discounted future cash flows. See Note 7, “Asset Impairments,” for information related to asset impairment
charges recorded during 2004 and 2002.

Allowance for Funds Used During Construction (“AFUDC”) and Capitalized Interest

AFUDC, an item that does not represent current cash income, is defined in applicable regulatory systems of
accounts as including “the net cost for the period of construction of borrowed funds used for construction
purposes and a reasonable rate on other funds when so used.” AFUDC is recognized by Allegheny’s regulated
subsidiaries as a cost of regulated property, plant and equipment. Rates used by the regulated subsidiaries for
computing AFUDC in 2004, 2003 and 2002 averaged 7.27%, 8.08% and 10.59%, respectively. Allegheny
recorded AFUDC of $1.9 million, $3.7 million and $1.0 million for 2004, 2003 and 2002, respectively.

For unregulated construction, Allegheny capitalizes interest costs in accordance with SFAS No. 34,
“Capitalization of Interest Costs” (“SFAS No. 34”). The interest capitalization rates in 2004, 2003 and 2002 were
7.33%, 7.90% and 6.22%, respectively. Allegheny capitalized $3.4 million, $15.4 million and $12.6 million of
interest during 2004, 2003 and 2002, respectively.

Depreciation and Maintenance

Depreciation expense is determined generally on a straight-line method based on the estimated service lives
of depreciable properties. Depreciation expense was approximately 2.8% of average depreciable property in
2004, 2003 and 2002. Estimated service lives for generation, T&D and other property are as follows:

Years

Generation property:

Steam scrubbers and eQUIPMENT . ...\ttt s 28-31

Steam Generator UNILS . . . .. ...ttt e e e e e e 50-60

Internal combuStIon URILS . . . .. ..ottt ettt e e e 35-40

Hydroelectric dams and facilities ... ........... .t i e 100-110
Transmission and distribution property:

Gas distribution eqQUIPIMENT . . .. ... 28-41

Electric distribution equipment . .. .. ... ... e 34-49

General office/other equipment .. ....... ... .. it e 5-20

Computers and information SYStEIMS . ... ...ttt e et e 5-15
Other property:

Office buildings and iMProvements . . .. ... ..ttt e ittt et e 46-60

Vehicles and transportation . .. ... .vu vttt it e e e 7-20

The Delivery and Service segment’s depreciation expense was $120.1 million, $117.7 million and $114.8
million for 2004, 2003 and 2002, respectively. The Generation and Marketing segment’s depreciation expense
was $148.0 million, $132.3 million and $119.0 million for 2004, 2003 and 2002, respectively. Depreciation
expense for regulated property is provided for under currently enacted regulatory rates.
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Maintenance expenses represent costs incurred to maintain the generation stations, the electric and natural
gas T&D systems and general plant. These expenses reflect routine maintenance of equipment and rights-of-way,
as well as planned repairs and unplanned expenditures, primarily from forced outages at the generation stations
and periodic storm damage to the T&D system. Maintenance costs are expensed as incurred.

Goodwill and Gther Intangible Assets

Allegheny records the acquisition cost in excess of fair value of tangible and intangible assets acquired, less
liabilities assumed, as goodwill. Effective January 1, 2002, with the adoption of SFAS No. 142, “Goodwill and
Other Intangible Assets” (“SFAS No. 142”), Allegheny ceased amortization of goodwill and now tests goodwill
for impairment at least annually. Other intangible assets with indefinite lives are not amortized. Instead, these
assets are tested for impairment at least annually. Other intangible assets with finite lives are amortized over their
useful lives and tested for impairment when events or circumstances warrant.

Investments

Benefit plans’ investments primarily represent the estimated cash surrender values of purchased life
insurance on qualifying management employees under executive life insurance and supplemental executive
retirement plans.

Unregulated investments represent equity investments in, and loans to, unconsolidated entities. Equity
investments are recorded using the equity method of accounting, if the investment gives Allegheny the ability to
exercise significant influence, but not control, over the investee. The income or loss from unregulated
investments is recorded in “Other income and expenses, net” in the Consolidated Statements of Operations.

Cash Equivalents

For purposes of the Consolidated Statements of Cash Flows and Consolidated Balance Sheets, temporary
cash investments with original maturities of three months or less, generally in the form of commercial paper,
certificates of deposit, repurchase agreements and money market funds, are considered to be the equivalent of
cash.

Restricted Funds

Allegheny had restricted funds at December 31, 2004 and 2003 of $228.9 million and $120.9 million,
respectively. The restricted funds held at December 31, 2004 were primarily comprised of $198.3 million of
cash, which was received at the closing of certain asset sales during December and used to repay outstanding
debt in January 2005 and $14.4 million of Competitive Transition Charges collected from customers. The
restricted funds held at December 31, 2003 included $70.8 million held in escrow pending the fulfillment of
certain post-closing obligations related to the sale of the California Department of Water Resources (“CDWR”)
contract and related hedge agreements. These amounts are included in “Current assets” on the Consolidated
Balance Sheets.

Collateral Deposits

Allegheny had collateral deposits at December 31, 2004 and 2003 of $88.7 million and $51.2 million,
respectively. These deposits are posted as security with counterparties, for certain transactions including PJM,
and transmission and transportation tariffs. These amounts are included in “Current assets” on the Consolidated
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Balance Sheets. Additionally, there was $0.2 million of collateral deposits at December 31, 2004 included in
“Assets held for sale” on the Consolidated Balance Sheet.

Allegheny also has funds on deposit with a third party posted as collateral for the issuance of surety bonds.
These amounts were $39.1 million and $39.0 million at December 31, 2004 and 2003, respectively, and are
included in the caption “Other” within “Investments and other assets” on the Consolidated Balance Sheets.

Regulatory Assets and Liabilities

Under cost-based regulation, regulated enterprises generally are permitted to recover their operating
expenses and earn a reasonable return on their utility investment.

Allegheny accounts for its regulated operations under the provisions of SFAS No. 71, “Accounting for the
Effects of Certain Types of Regulation” (“SFAS No. 717). The economic effects of regulation can result in a
regulated company recording costs that have been, or are expected to be, allowed in the rate-setting process in a
period different from the period in which the costs would be charged to expense by an unregulated enterprise.
Accordingly, Allegheny records assets and liabilities that result from the regulated rate-making process that
would not be recorded under GAAP for non-regulated entities. These regulatory assets and liabilities are
classified in the Consolidated Balance Sheets as current and non-current ‘“Regulatory assets” and “Regulatory
liabilities.” Allegheny periodically evaluates the applicability of SFAS No. 71 and considers factors such as
regulatory changes and the impact of competition. If cost-based regulation ends or competition increases,
companies may have to reduce their asset balances to reflect a market basis less than cost and write-off their
associated regulatory assets and liabilities. See Note 20, “Regulatory Assets and Liabilities,” for additional
details regarding regulatory assets and liabilities.

Inventory

Allegheny values materials, supplies and fuel inventory using an average cost method.

Income Taxes

Book income differs from taxable income principally because certain income and deductions for tax
purposes are recorded in the financial income statement in different periods. Deferred income tax assets and
liabilities represent the tax effect of certain temporary differences between the book and tax basis of assets and
liabilities computed using the most current tax rates. See Note 15, “Income Taxes,” for additional information
regarding income taxes.

Allegheny has deferred the tax benefit of investment tax credits, which are amortized over the estimated
service lives of the related property, plant and equipment.

Allegheny’s federal income tax returns through 1997 have been examined by the Internal Revenue Service
(“IRS”) and settled. The IRS is currently examining Allegheny’s federal income tax returns for 1998 through
2003. Management believes that its accrued tax liabilities are adequate and that any settlement related to such
examination is not expected to have a material impact on Allegheny’s consolidated statement of operations,
financial position or cash flow.

Pension and Other Postretirement Benefits

AFE has noncontributory, defined benefit pension plans covering substantially all employees, including
officers. Benefits are based on each employee’s years-of-service and compensation. The funding policy is to
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contribute annually at least the minimum amount required under the Employee Retirement Income Security Act
of 1974 (“ERISA™) and not more than can be deducted for federal income tax purposes. Plan assets consist of
equity securities, fixed-income securities and short-term investments.

AE’s subsidiaries also provide partially contributory medical and life insurance plans for eligible retirees
and dependents. Medical benefits, which make up the largest component of the plans, are based upon an age and
years-of-service vesting schedule and other plan provisions. Subsidized medical coverage is not provided in
retirement to employees hired on or after January 1, 1993. Funding of these benefits is made primarily into
Voluntary Employee Beneficiary Association trust funds. The funding policy is to contribute amounts that can be
deducted for federal income tax purposes. Medical benefits are self-insured.

Stock-Based Compensation

Allegheny maintains a stock-based employee compensation plan, which is described in greater detail in Note
18, “Stock-Based Compensation.” Allegheny accounts for this plan under the recognition and measurement
principles of Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees,”
and related Interpretations. No stock-based compensation relating to stock options was recognized in consolidated
net loss in 2004, 2003 and 2002, as all options granted under the plan had an exercise price that equaled the market
price of the underlying stock on the date of the grant.

Through July 2, 2004, Allegheny recorded compensation expense related to stock units issued to certain of its
executive officers using the variable method of accounting. On July 2, 2004, Allegheny received authorization from
the SEC to settle stock units in shares of AE’s common stock as the units vest. As a result, Allegheny began
recording compensation expense relating to stock unit awards using the fixed method of accounting, effective
July 3, 2004. The amount of this expense was approximately $18.7 million ($11.3 million, net of income tax) in
2004 and $10.6 million ($6.4 million, net of income tax) in 2003. No compensation expense was recorded in 2002.

Allegheny follows the disclosure provisions of SFAS No. 148, “Accounting for Stock-Based Compensation—
Transition and Disclosure, an Amendment of SFAS No. 123.” The following table illustrates the effect on
consolidated net loss and loss per share as if Allegheny had applied the fair value recognition provisions of SFAS
No. 123, “Accounting for Stock-Based Compensation,” to all stock-based employee compensation:

Year Ended December 31,
(In miilions, except per share data) 2004 2003 2002
Netloss,asreported .. ... ...t $(310.6) $(355.0) $(632.7)
Add:
Stock-based employee compensation included in net income,
netoftax . ... . e 11.3 6.4 —
Deduct:
Total stock-based employee compensation expense determined
under fair value based method for all awards, netof tax ... .. 16.1 7.8 4.1
Pro-formanetloss .......... ... i $(315.4) $(356.4) $(636.8)
Basic Loss Per Share:
ASTEPOTTEd . . ot e $ (240) $ (280 $ (5.04)
Pro-forma ......... .. . 0. $ (244 $ 281 $ (5.07)
Diluted Loss Per Share:
ASTEPOITEQ . ..ottt e $(1.83) $ (2.80) $ (5.04)
Pro-forma . ... ... . .. $(1.86) $ (2.81) $ (5.07)
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Other Comprehensive Income (Loss)

Other comprehensive income (loss) consists of unrealized gains and losses, net of income taxes, from the
temporary decline in the fair value of available-for-sale securities, cash flow hedges and the adjustment for the
minimum pension liability.

NOTE 3: CAPITALIZATION

Allegheny’s consolidated capital structure, including short-term debt and debt associated with assets held
for sale and excluding minority interest, as of December 31, 2004 and 2003, was as follows:

2004 2003
(In millions, except percent) Amount %0 Amount %
Dbt .. $5,012.6 77.8 $5,7259 783
CommOn BQUILY . . .« oottt e e e e e 1,353.8 21.0 1,5159 207
Preferredequity ... ... oo 74.0 1.2 74.0 1.0
Total .. e $6,440.4 1000 $7,315.8 100.0

Commeon Stock

Allegheny issued 0.4 million shares of its common stock during each of 2004 and 2003, primarily under its
Dividend Reinvestment and Stock Purchase Plan, Employee Stock Ownership and Savings Plan and Long-Term
Incentive Plan. Allegheny did not repurchase shares during 2004. During 2003, Allegheny repurchased 1.1
million shares, which were forfeited by employees under these plans.

On October 5, 2004, Allegheny sold 10 million shares of its common stock at a price of $15.15 per share
directly to institutional investors in a private placement. The proceeds of the sale, and cash on hand, were used to
reduce $200 million of debt at AE Supply.

Long-Term Debt

At December 31, 2004, contractual maturities for Allegheny’s long-term debt for the next five years,
excluding $86.7 million of long-term debt included in liabilities associated with assets held for sale, are:

(In millions) 2005 2006 2007 2008 2009  Thereafter Total
Medium-Term Notes ................... $300.0 $100.0 $3800 $ — $— $1,240.0 $2,020.0
AE SupplyLoans ...................... 9.8 9.7 9.6 95 94 934.2 982.2
First Mortgage Bonds ................... — 300.0 — — — 510.0 810.0
Pollution Control Bonds . ................ — — 107.2 — — 261.6 368.8
Convertible Preferred Securities .. ......... — — — 3000 — — 300.0
TransitionBonds . ..................... 73.0 75.8 79.9 443 — — 273.0
New AE Facility ....................... — — 100.0 — — — 100.0
Debentures ..............ccciiirinnn.. — — — — — 100.0 100.0
Unamortized debt discounts, premiums and

terminated interest rate swaps . ......... 2.3 — —_ 0.8 — (16.8) (15.3)
Eliminations ............. ... coviun... — — 2.3) — — (10.5) (12.8)

Total ....... ... $385.1 $485.5 $6744 $353.0 $94 $3,018.5 $4,9259
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At December 31, 2004, contractual maturities of long-term debt by entity, for the next five years, excluding

$15.3 million of unamortized debt discounts and premiums and terminated interest rate swaps that were
accounted for as fair value hedges under SFAS No. 133, are:

(I{_nin_iiw 2005 2006 2007 2008 2009  Thereafter Total

AE: '

Medium-Term Notes ................... $3000 $§ — $ — $ — $— & — $ 3000

Convertible Trust Preferred Securities . .. .. — —_ — 300.0 — — 300.0

New AEFacility ...................... —_ — 100.0 — — — 100.0
Total AE ... ... ... ... ... $3000 $ — $1000 $3000 $— $ — $§ 700.0

AE Supply:

Medium-Term Notes ................... $ — $ — $3800 $ — $— $1,0500 $1,430.0

Refinanced AE Supply Loan ............. 9.8 9.7 9.6 95 94 934.2 9822

Pollution Control Bonds . ............... — — 91.7 — — 1914 283.1

Debentures-AGC ............ ... .. .... — — — — — 100.0 100.0
Total AE Supply .................. $ 98 $ 97 $4813 $ 95 $ 94 $2,275.6 $2,795.3

Monongahela:

First Mortgage Bonds .................. $ — $3000 $§ — $ — $— § 1900 § 490.0

Medium-Term Notes ................... — — — — — 110.0 110.0

Pollution Control Bonds ................ _ — 15.5 — — 70.2 85.7
Total Monongahela ................ $ — $3000 $155 $ — S$— § 3702 $ 6857

Potomac Edison:

First Mortgage Bonds .................. $ — $— 8§ — $ — $— 8§ 3200 $ 3200

Medium-Term Notes . .................. — 100.0 — — — — 100.0
Total Potomac Edison .............. $ — $1000 $ — $ — $— % 3200 $ 4200

West Penn:

TransitionBonds ...................... $ 730 $758 $799 $443 $— $ — § 2730

Medium-Term Notes . .................. — — —_ — — 80.0 80.0
Total WestPenn .................. $730 $ 758 $799 $443 $— $ 800 $ 3530

AGC:

Debentures . .. ....oovreee .. $ — $ — $ — 8§ — $— §$ 1000 $ 100.0
Total AGC ....................... $ — $— $ — $ — $— §$ 1000 $ 1000

Liabilities associated with assets held for sale:

Other NOtES . ..o $ 33 % 33 % 34 $ 33 %134 $ 600 $ 867

At December 31, 2004, substantially all of AE Supply’s properties are subject to liens of various relative
priorities securing debt obligations, consisting of approximately $1.04 billion of bank debt restructured in
October 2004 (of which $982 million remained outstanding as of December 31, 2004) and $344 million of notes
that were restructured in February 2003. Substantially all of the properties owned by Monongahela and Potomac
Edison are held subject to the liens securing their outstanding first mortgage bonds. Some properties owned by
AE Supply and Monongahela are also subject to liens securing certain pollution control bonds and solid waste
disposal notes. :
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2004 Refinancings

On March 8, 2004, AE and AE Supply refinanced approximately $1.7 billion of long-term debt with new
loans in an aggregate amount of $1.55 billion. These new loans consisted of secured Term B Loans and a secured
Term C Loan (collectively, the “AE Supply Loans”) at AE Supply of $750 million and $500 million,
respectively, and unsecured revolving and term loan facilities at AE of $300 million (the “New AE Facility” and
collectively with the AE Supply Loans, the “New Loan Facilities”). On October 28, 2004, AE Supply refinanced
the remaining $1.04 billion outstanding under the AE Supply Loan (as refinanced, the “Refinanced AE Supply
Loan”). The terms of the New Loan Facilities and the Refinanced AE Supply Loan are described below:

AE Supply

« A borrowing facility of $750 million consisting of secured Term B Loans in (a) an aggregate principal
amount of $650 million (the “Term B Secured Loan™) and (b) an aggregate principal amount of $100
million (the “Term B Springdale Loan”). The Term B Secured Loan and the Term B Springdale Loan
are collectively referred to as the (“Term B Loans”).

Provided that AE Supply meets certain requirements listed in the loan documents, including, but not
limited to, ensuring that all covenants are maintained on a pro-forma basis and sufficient liens on
collateral can be granted, AE Supply may request an increase in the principal amount under the Term B
Secured Loan up to $200 million. Any increased amounts would amortize over the remaining term of
the Term B Loans.

The Term B Loans bore interest at AE Supply’s option at either the London Interbank Offering Rate
(“LIBOR”) plus a margin of 3.0% per annum or at a base lending rate plus a margin of 2.0% per annum,
depending on AE Supply’s then current credit rating as provided by Standard and Poor’s (“S&P”) and
Moody’s Investor Services (“Moody’s™).

The Term B Loans required repayments under a schedule providing for quarterly installments in an
annual amount equal to one percent of the Term B Loans outstanding, with the balance payable on
March 8, 2011.

¢ A borrowing facility with an aggregate principal amount of $500 million (the “Term C Loan”).

The Term C Loan bore interest at AE Supply’s option at either LIBOR plus a margin of 4.25% per
annum or at a base lending rate plus a margin of 3.25% per annum, depending on AE Supply’s then
current credit rating as provided by S&P and Moody’s.

On October 28, 2004, AE Supply refinanced the remaining $1.04 billion outstanding under the AE Supply
Loans. In connection with the refinancing of the AE Supply Loans, the Term B Loans and the Term C Loan were
consolidated into the Refinanced AE Supply Loan. The Refinanced AE Supply Loan bore interest at a rate per
annum equal to LIBOR plus 2.75%. Following the repayment of $200 million on January 14, 2005, the per
annum interest rate on the Refinanced AE Supply Loan was reduced to LIBOR plus 2.50%. The Refinanced AE
Supply Loan will mature on March 8, 2011.

The AE Supply Loans contained financial covenants, including a minimum interest coverage ratio and a
maximum debt to EBITDA ratio (as defined). Other covenants included: limitations on the incurrence of debt,
guarantees or other contingent obligations; creation of liens; entering into leases; mergers and consolidations;
sales, transfers or other dispositions of assets; making of loans or investments; capital expenditures; making
restricted payments or distributions; speculative transactions; transactions with affiliates and prepayments or
redemptions of other debt. The AE Supply Loans also contained provisions requiring mandatory prepayments
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with specified percentages of excess cash flow (as defined) and the net proceeds of certain asset sales, 50% of the
net cash proceeds from the issuance of equity securities and 100% of the net cash proceeds from the issuance of
debt securities, with certain exceptions. The Refinanced AE Supply Loan contains similar covenants.

The Refinanced AE Supply Loan is secured pari passu with the Amended A-Notes (as defined below) by a
first priority perfected pledge of substantially all of the assets of AE Supply.

AE

> The New AE Facility is an unsecured borrowing facility of up to an aggregate amount of $300 million.
The New AE Facility is comprised of a $200 million revolving credit sub-facility, $100 million of which
is available for the issuance of letters of credit, and a $100 million term loan.

The full amount of all borrowings is required to be repaid by March 8, 2007.

Interest on borrowings under the New AE Facility are at AE’s option at either LIBOR plus a margin of
2.5% to 3.0% per annum, depending on AE’s then current credit rating as provided by S&P and
Moody’s, or an applicable bank lending base rate plus a margin of 1.5% to 2.0% per annum, depending
on AE’s then current credit rating as provided by S&P and Moody’s.

The New AE Facility carries an unused commitment fee of 0.5% per annum and letter of credit fees
comprised of a fronting fee of 0.35% and an additional annual fee of 2.5% to 3.0% on the face amount
of outstanding letters of credit, depending on AE’s then current credit rating as provided by S&P and
Moody’s.

The New AE Facility contains financial covenants, including a minimum interest coverage ratio and a
maximum debt to EBITDA ratio (as defined). Other covenants include limitations on: incurrence of debt,
guarantees or other contingent obligations; creation of liens, entering into leases; mergers and consolidations;
sales, transfers or other dispositions of assets; making loans or investments; capital expenditures; making
restricted payments or distributions; creating dividend restrictions on subsidiaries; speculative transactions;
transactions with affiliates and prepayments or redemptions of other debt of AE or its subsidiaries.

The New AE Facility also contains provisions requiring mandatory prepayments with all of the net cash
proceeds of asset sales after the first $100 million, subject to certain exceptions. Mandatory prepayments of the
New AE Facility generally will be applied first to repay the term loan, then to repay borrowings for letters of
credit and then to repay amounts outstanding under the revolving credit sub-facility.

In June 2004, Monongahela issued $120 million of 6.70% First Mortgage Bonds, which mature on June 15,
2014. The net proceeds of the bond issuance were used to repay Monongahela’s $53.6 million short-term bridge
loan in June 2004 and to fund the July 2004 redemption of $40 million of 8.375% First Mortgage Bonds due
2022 and $25 million of 7.25% First Mortgage Bonds due 2007. Interest on the 6.70% First Mortgage Bonds is
payable semi-annually in arrears on each June 15 and December 15, commencing December 15, 2004. The bonds
are redeemable at Monongahela’s option and rank equally in right of payment with its existing or future first
mortgage bonds.

In November 2004, Potomac Edison issued $175 million of 5.35% First Mortgage Bonds, which mature on
November 15, 2014. The net proceeds of the bond issuance were used to fund the December 2004 redemption of
$55.0 million of 8.0% First Mortgage Bonds due 2022, $45.0 million of 7.75% First Mortgage Bonds due 2023
and $75.0 million of 8.0% First Mortgage Bonds due 2024. Interest on the 5.35% First Mortgage Bonds is
payable semi-annually in arrears on each May 15 and November 15, commencing May 15, 2005. The bonds are
redeemable at Potomac Edison’s option and rank equally in right of payment with its existing or future
unsubordinated debt.
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2004 Issuances and Redemptions

The aggregate amount of debt issued, by entity, during 2004 is shown below:

. Potomac

(In millions) AE AE Supply Monongahela  Edison Total
AESupplyLoans .............o it $ — $1,250.0 $ — $ — $1,250.0
Refinanced AE SupplyLoan ...................... — 1,043.7 — — 1,043.7
New AEPFacility .............. ... i, 225.0 — — — 225.0
First Mortgage Bonds ............. ... ... . ...... — — 120.0 175.0 295.0
Borrowing Facilities ............ .. ... ... ... ... — 283 — — 28.3

Total ... .. e $225.0 $2,322.0 $120.0 $175.0 $2,842.0

Redemptions of indebtedness, by entity, during 2004 are listed below:

Potomac West

(In millions) AE AE Supply Monongahela  Edison Penn Total
Borrowing Facilities ..................... $257.0 $1,407.8 $ — $ — $ — $1,664.8
AESupplyLoans .......... ... ... ... ..... — 1,250.0 — - — 1,250.0
Refinanced AE Supply Loan ............... 61.6 61.6
First Mortgage Bonds . ................... — — 65.0 175.0 — 240.0
New AE Facility ........................ 125.0 — — — — 125.0
Medium-Term Notes ..................... — — — —_ 84.0 84.0
TransitionBonds ........................ — — — — 73.7 73.7
Short-term Debt ...... ... ... ... .. ... — — 53.6 — — 53.6
Total . ... .. $382.0 $2,7194 $118.6 $175.0 $157.7 $3,552.7

2003 Long-Term Debt Refinancing

Allegheny refinanced existing debt and issued new debt on February 25, 2003 and March 13, 2003 under the
Borrowing Facilities. The Borrowing Facilities were repaid in March 2004 with a combination of available cash
and proceeds from the New Loan Facilities, as described above in “2004 Refinancing,” except for the $55 million
revolving credit facility at Monongahela described below, which was repaid with the proceeds of Monongahela’s
June 2004 issuance of first mortgage bonds.

Following is a summary of the terms of the Borrowing Facilities:
1. Facilities at AE, Monongahela and West Penn:

¢ A $305.0 million unsecured facility with AE, Monongahela and West Penn as the designated borrowers,
under which AE utilized the full facility amount. Borrowings under this facility bore interest at LIBOR
based rate plus a margin of 5% or a designated money center bank’s base rate plus a margin of 4%. As
of December 31, 2003, the interest rate was approximately 6.12%. This facility required a quarterly
amortization payment of $7.5 million. This facility was repaid in March 2004 with proceeds from the
New Loan Facilities;

* A $25.0 million unsecured credit facility at AE. This facility had an interest rate of a designated money
center bank’s base rate plus a margin of 4% and was repaid in July 2003; and

* A $10.0 million unsecured credit facility at Monongahela. On September 24, 2003, this facility was
renegotiated as part of a $55 million revolving facility, of which $53.6 million was drawn at December 31,
2003. The interest on the facility was dependent upon the type of advance and consisted of a base rate plus
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an applicable margin or a LIBOR-based rate plus an applicable margin. As of December 31, 2003, the
LIBOR-based rate was approximately 4.63%. This facility matured in September 2004 and was classified
as short-term debt on the Consolidated Balance Sheet as of December 31, 2003.

2. Facilities at AE Supply (all outstanding amounts at December 31, 2003 were repaid in March 2004 with
a combination of available cash and proceeds from the New Loan Facilities):

o A $987.7 million credit facility (the “Refinancing Credit Facility”) at AE Supply, of which $893.4
million was secured by substantially all of the assets of AE Supply. Borrowings under the facility bore
initial interest at a LIBOR-based rate plus a margin of 6% or a designated money center bank’s base rate
plus a margin of 5% on the secured portion. The interest rate margin applicable to unsecured borrowings
under the facility was 10.5%. As of December 31, 2003, the interest rate was approximately 7.83%. This
facility required amortization payments of approximately $23.6 million in September 2004 and $117.8
million in December 2004, and matured in April 2005;

e A $470.0 million credit facility, of which $420.0 million was drawn and $50.0 million is no longer
committed. The facility was secured by substantially all of AE Supply’s assets. Borrowings under the
facility bore interest at a LIBOR-based rate plus a margin of 6% or a designated money center bank’s
base rate plus a margin of 5%. As of December 31, 2003, the interest rate was approximately 7.12%. In
December 2003, $250.0 million of the facility was repaid. This facility required a final amortization
payment of $170.0 million in September 2004; and

o A $270.1 million credit facility (the “Springdale Credit Facility”) associated with the financing of the
construction of AE Supply’s new generation facility in Springdale, Pennsylvania, which was secured by
a combination of that facility and substantially all of AE Supply’s assets. Borrowings under the facility
bore interest at a LIBOR-based rate plus a margin of 6% or a designated money center bank’s base rate
plus a margin of 5%, on the portion secured by substantially all of AE Supply’s assets. The interest rate
margin applicable to the remainder of the borrowings under the facility was 10.5%. As of December 31,
2003, the interest rate was approximately 10.62%. This facility required amortization payments of $6.4
million in September 2004, and $32.2 million in December 2004, and matured in April 2005.

In addition, $380.0 million of indebtedness related to the discontinued St. Joseph, Indiana generation
project, in the form of A-Notes, was restructured and assumed by AE Supply in connection with the Borrowing
Facilities (the “Amended A-Notes”). Of this debt, $343.7 million is secured by substantially all the assets of AE
Supply, other than its generation facility in Springdale, Pennsylvania. The secured portion of this debt bears an
interest rate of 10.25%, and the unsecured portion bears interest at 13.0%.

The $420.0 million borrowed by AE Supply under the $470.0 million facility represented new liquidity to
Allegheny during 2003. The Borrowing Facilities at AE Supply also refinanced $1,637.8 million of existing debt
and letters of credit, including $894.9 million outstanding under various credit agreements, and $270.1 million
outstanding related to the construction of AE Supply’s generation facility in Springdale, Pennsylvania, which
went into commercial operation in July 2003. The Borrowing Facilities at AE, Monongahela and West Penn
refinanced $340.0 million of existing debt and letters of credit.

Until August 1, 2003, after certain conditions associated with securing the collateral under the Borrowing
Facilities were met on July 19, 2003, the LIBOR component charged to AE Supply under the Borrowing
Facilities with respect to secured borrowings had a two percent floor. Also, because AE Supply was unable to
secure all of the Borrowing Facilities and the Amended A-Note debt before July 31, 2003, the interest rates
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charged on the amounts not so secured increased to a spread of 10.5% over the applicable LIBOR-based rate,
which contained a two percent floor for unsecured borrowings, or the designated money center bank’s base rate
for the Refinancing Credit Facility and the Springdale Credit Facility, and the interest rate increased to 13.0% for
the unsecured portion of the $380.0 million A-Note debt retroactively to February 25, 2003, the closing date of
the Borrowing Facilities. The total amounts unsecured under the Refinancing Credit Facility, the Springdale
Credit Facility and the Amended A-Note debt at December 31, 2003 were approximately $94.3 million, $175.8
million and $36.3 million, respectively.

AE Supply utilized $2,057.8 million under the Borrowing Facilities and the restructured A-Notes. Either AE
Supply’s new generation facility in Springdale, Pennsylvania or substantially all of AE Supply’s assets secured
$1,927.2 million of this total amount. A covenant in AE Supply’s public debt places limitations, with certain
exceptions, upon the issuance of secured debt. This limitation will constrain AE Supply’s ability to borrow
additional funds until outstanding debt is reduced.

Convertible Trust Preferred Securities Issuance

On July 24, 2003, Allegheny obtained $291 million ($275 million after deducting various fees and
placement agents’ commissions) from the issuance to Allegheny Capital Trust I, a wholly owned special purpose
finance subsidiary of AE (“Capital Trust”), of units (“Units”) comprised of $300 million principal amount of
117%8% Notes due 2008 (the “Notes”) and warrants (the “Warrants”) for the purchase of up to 25 million shares
of AE’s common stock, exercisable at $12 per share. The Warrants are mandatorily exercisable if AE’s common
stock price equals or exceeds $15 per share over a specified averaging period occurring after June 15, 2006. The
Warrants are attached to the Notes and may be exercised only through the tender of the Notes. As of June 15,
2006, Allegheny has the right to redeem the Notes at a redemption price of 105.9375% of the principal amount.
Capital Trust purchased the Units with proceeds from the sale of $300 million of its 117%s% Mandatorily-
Convertible Trust Preferred Securities (the “Trust Preferred Securities”) to investors in a private placement.
Holders of Trust Preferred Securities are entitled to distributions on a corresponding principal amount of Notes
and may direct the exercise of Warrants. AE fully and unconditionally guarantees Capital Trust’s payment
obligations under the Trust Preferred Securities. The Notes and AE’s guarantee of Capital Trust’s payment
obligations are subordinated only to the AE indebtedness arising under the New Loan Facilities, The Notes are
recorded as long-term debt on Allegheny’s Consolidated Balance Sheets.

2003 Issuances and Redemptions

The aggregate amount of debt issued, by entity, during 2003 is shown below:

_(lniillicis) AE AE Supply Monongahela Total
Unsecured facility .. ...ttt $305.0 $§ — $— $ 305.0
Unsecured credit facility ...t 25.0 —_ 10.0 35.0
Refinancing CreditFacility .. ......... ... ... . ... — 987.7 — 987.7
Creditfacility .. ... ... ... e — 420.0 — 420.0
Convertible Trust Preferred Securities ....................... 300.0 — — 300.0
Springdale Credit Facility .. ....... ... o ... — 270.1 — 270.1
Amended A-NOES . ...\t — 380.0 — 380.0
Total ..o e $630.0 $2,057.8 $10.0 $2,697.8

Of the amounts listed above, the $25.0 million unsecured credit facility at AE was repaid in July 2003,
$33.0 miltion of the $305.0 million unsecured credit facility at AE was repaid during 2003 and $250.0 million of
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the $420.0 million credit facility at AE Supply was repaid in December 2003. The $10 million unsecured credit
facility at Monongahela was renegotiated as part of a $55 million revolving facility of which $53.6 million was

drawn and the remainder is no longer available.

Redemptions of debt, by entity, during 2003 are listed below:

(In millions) AE AE Supply Monongahela }"Zflsl: AGC Total
Medium-Term Notes ........ ..o, §— $120.0 $43.5 $— $— %1635
Unsecured facility ............................ 33.0 — — — — 33.0
Unsecured credit facility ....................... 25.0 — — — — 25.0
Creditfacility . ...... ... ... o i — 250.0 — — — 250.0
Note Purchase Agreements ..................... — 61.5 3.4 — — 64.9
Pollution Control Bonds . ...................... — 2.9 16.2 — — 19.1
Debentures .. ... e — — — —_ 50.0 50.0
TransitionBonds ............................. — — — 76.0 — 76.0
Total ... ... §58.0 $434.4 $63.1 $76.0 $50.0 $681.5

NOTE 4: ASSETS HELD FOR SALE AND DISCONTINUED OPERATIONS

During the third quarter of 2004, Allegheny and certain of its subsidiaries entered into agreements to sell, or
made the decision to sell, certain non-core assets. The results of operations relating to these assets have been
reclassified to discontinued operations in the accompanying Consolidated Statements of Operations for all
periods presented. In accordance with SFAS No. 144, the assets and liabilities associated with these discontinued
operations have been reclassified as held for sale in the accompanying Consolidated Balance Sheets subsequent
to the date that held for sale criteria were met. These assets are recorded at the lower of carrying amount or fair
value, less estimated costs to sell, and are no longer depreciated. Allegheny recorded impairment charges for
certain of the assets held for sale as described below. These impairment charges reflect the write-down of the
applicable asset to the lower of its carrying amount or fair value, less estimated costs to sell.

Natural Gas Operations. In August 2004, Monongahela signed a definitive agreement to sell its natural
gas operations in West Virginia to Mountaineer Gas Holdings Limited Partnership (the “Buyer™), a partnership
composed of IGS Utilities LLC, IGS Holdings LLC and affiliates of ArcLight Capital Partners, LLC, for $141
million in cash and the assumption of approximately $87 million of long-term debt, subject to certain closing
adjustments. In addition, the Buyer will pay Monongahela, over a three-year period, certain amounts due to
Monongahela from affiliates holding or owning Monongahela’s West Virginia natural gas operations. These
amounts will be finally determined at the closing of the transaction. Allegheny expects to utilize net proceeds
from the sale to reduce debt. Monongahela’s natural gas operations consist of the natural gas assets of
Monongahela, Mountaineer and Mountaineer Gas Services, which is a subsidiary of Mountaineer. The agreement
is subject to certain closing conditions, third-party consents and state and federal regulatory approvals, including
approval of a rate adjustment from the Public Service Commission of West Virginia (“West Virginia PSC”). The
sale 1s expected to be completed in mid- to late-2005.

During 2004, Monongahela recorded a charge against earnings to write-down its investment in its natural
gas operations to the expected net proceeds from the sale. The write-down resulted in a charge against earnings
of $36.7 million, before income taxes ($21.7 million, net of income taxes). This write-down is included in “Loss
from discontinued operations, net of tax” in Allegheny’s and Monongahela’s Consolidated Statements of
Operations. The gas operations are a component of the Delivery and Services segment.
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Midwest Assets. During the third quarter of 2004, AE Supply recorded a charge against earnings to write-
down its investment in the Lincoln Generating Facility to the expected net proceeds from the sale. The write-
down resulted in a charge against earnings of $209.4 million, before income taxes ($129.2 million, net of income
taxes). This write-down is included in “Loss from discontinued operations, net of tax” in Allegheny’s
Consolidated Statements of Operations. The Lincoln Generating Facility was a component of Allegheny’s
Generation and Marketing segment. In December 2004, AE Supply sold its 672 MW Lincoln Generating Facility
and used the $175.0 million of cash proceeds to reduce debt in December 2004 and January 2005.

AE Supply also recorded write-downs to fair value of its investments in its two remaining Midwest natural-
gas fired peaking facilities, the Wheatland Generating Facility and the Gleason Generating Facility, as a result of
its decision to sell these facilities. These write-downs resulted in an aggregate charge against earnings of $445.4
million, before income taxes ($274.7 million, net of income taxes). These write-downs are included in loss from
discontinued operations in Allegheny’s Consolidated Statements of Operations. A portion of AE Supply’s
consolidated interest expense was allocated to discontinued operations for these two facilities based on the
estimated relative fair value of the assets. These assets are a component of Allegheny’s Generation and
Marketing segment.

Other. In July 2004, Potomac Edison entered into an agreement to sell its Hagerstown, Maryland property
for approximately $13 million in cash. The potential buyer terminated the sales agreement in December 2004.
Potomac Edison is continuing to market this property and expects to complete a sale in 2005. In December 2004,
Potomac Edison recorded a write-down to fair value less estimated costs to sell, which resulted in an impairment
charge of $0.9 million, before income taxes ($0.5 million, net of income taxes). This impairment charge is
recorded in “Other income and expenses, net” on the Consolidated Statements of Operations for Allegheny and
Potomac Edison. This asset has been recorded as an asset held for sale within “Investments and Other Assets” on
the Consolidated Balance Sheet as of December 31, 2004. This asset is included in Allegheny’s Delivery and
Services segment.

In December 2004, AE Supply made the decision, and reached a tentative agreement, to sell approximately
149 acres of land. AE Supply recorded a write-down to fair value less estimated costs to sell, during December
2004, which resulted in an impairment charge of $1.2 million, before income taxes ($0.7 million, net of income
taxes). This impairment charge is recorded in “Other income and expenses, net” on Allegheny’s Consolidated
Statements of Operations. This asset has been recorded as an asset held for sale within “Investments and Other
Assets” on the Consolidated Balance Sheet as of December 31, 2004. This asset is included in Allegheny’s
Generation and Marketing segment.
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The components of (loss) income from discontinued operations are as follows:

(In millions) 2004 2003 2002
AE Supply:
OPEratiNg TEVEIMUES . . . o\ ottt ettt ettt et e $ 293 $ 213 § 232
OPperating eXpenses .. .... .ottt e e (28.1) @@6.1) (597
Other INCOMIE ...t e e e e e e e — — 0.2
INTErESE BXPEISE .« vt vttt ettt e e e e e e e (27.3)  (29.8) (23.3)
Loss before income taxes . ... ... ..ttt (26.1) (54.6) (59.6)
Income tax benefit . ... ... . e 2.5 20.1 21.9
Gain from disposal of discontinued operations, netoftax .................. ... 1.1 — —
Impairment charge, netoftax ........ ... ... ... . (403.9) — —
Loss from discontinued operations, netoftax .......................... $(426.4) $ (34.5) $ (37.7)
Monongahela:
OPETALNG FEVEMUES . . . ot vttt e e vttt et e e e e e et ens $ 3064 $268.8 $221.5
Operating EXPeISES . ..o vvut ettt e et et e (285.2) (246.2) (211.6)
(011 1= g 1 Ts7) 4T PP 0.2 0.5 0.8
Interest eXpense ... ..ot (8.3) 8.7 (8.9)
Income before INCome taxes . . ... ... it 13.1 14.4 1.8
Income tax EXPense ... ... .. i e s (5.3) 5.2) (0.5)
Impairment charge, netoftax ............ .. .. .. ... .. ... 217D — —
(Loss) income from discontinued operations, netoftax .................. $(139 % 92 $ 13
Allegheny:
OPErating TEVEIUSS . . . .ottt ettt ee s et e ettt e e e e e e e $3357 $290.1 §$2447
OPErating €XPEISES . . .ttt vttt et ettt e (313.3) (292.3) (271.3)
OFher INCOME . .o e e e e 0.2 0.5 1.0
INtErest @XPENSE . . oottt e (35.6) (38.5) (322
Loss before inCome taXes . ... .. vttt e e (13.0) (40.2) (57.8)
Income tax (expense) benefit .. ... ... .. ... .. .. 2.8) 14.9 214
Gain from disposal of discontinued operations, netoftax ..................... 1.1 — —
Impairment charge, netoftax . ....... ... .. ... . (425.6) — —
Loss from discontinued operations, netoftax ............... ... ... .... $(440.3) $ (25.3) $ (36.4)
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Assets held for sale and liabilities associated with assets held for sale at December 31, 2004 were as
follows:

Potomac
(In millions) Allegheny AE Supply Monongaheia  Edison
Assets:
CULTENE ASSEES o v v vt et e e e et et e e $150.0 $ 22 $147.8 $—
Property, plant and equipment ................ ... ...... 327.8 153.3 163.7 10.8
Investments and otherassets ........... ... .. ... ... .... 6.8 — 68 —
Deferred charges ............. oot 5.8 — 6.3 —
Total assets . ............cooiiiiiiiinnnnnnn. $490.4 $155.5 $324.6 $10.8
Liabilities: ‘
Current liabilities .. ...t $375 $ — $ 955 $—
Long-termdebt............ ... .. .. .. .. 834 — 83.4 —
Deferred credits and other liabilities .................... 6.0 — 17.6 —
Total Habilities . ............................... $126.9 $ — $196.5 $—

NOTE 5: WHOLESALE ENERGY ACTIVITIES

Allegheny records the trading contracts used in AE Supply’s wholesale marketing activities at fair value on
the Consolidated Balance Sheets. All changes in fair value are recorded as gains or losses on the Consolidated
Statements of Operations in “Operating revenues,” unless the contract falls within the “normal purchase and
normal sale” scope exception of SFAS No. 133 or is designated as a hedge for accounting purposes. The normal
purchase and normal sale scope exception requires, among other things, physical delivery in quantities expected
to be used or sold over a reasonable period in the normal course of business. Contracts that are designated as a
normal purchase and normal sale are accounted for under accrual accounting and, therefore, are not recorded on
the balance sheet at fair value. For certain transactions that are designed to hedge the cash flows of a forecasted
transaction, the effective portion of the gain or loss is initially recorded as a separate component of stockholders’
equity under the caption “Accumulated other comprehensive income (loss)” and subsequently reclassified into
earnings when the forecasted transaction is completed or settled. The ineffective portion of the hedge is
immediately reflected in earnings.

Fair values for exchange-traded instruments, principally futures and certain options, are based on quoted
market prices. In establishing the fair value of commodity contracts that do not have quoted market prices, such
as physical contracts, over-the-counter options and swaps, management makes estimates using available market
data and pricing models. Factors such as commodity price risk, operational risk and credit risk of counterparties
are evaluated in establishing the fair value of commodity contracts. The commodity contracts include certain
financial instruments, such as interest rate swaps, which are used to mitigate the effect of interest rate changes on
the fair value of commodity contracts.

Allegheny has contracts that are unique due to their long-term nature and terms and are valued using
proprietary pricing models. Inputs to the models include estimated forward natural gas and power prices, interest
rates, estimates of market volatility for natural gas and power prices and the correlation of natural gas and power
prices. These inputs depend heavily on judgments and assumptions by management. These inputs become more
difficult to predict, and the models become less precise, the further into the future these estimates are made.
There may be an adverse effect on Allegheny’s financial position and results of operations if the judgments and
assumptions underlying those models’ inputs prove to be wrong or inaccurate. Exposure to these types of
contracts has declined significantly as a result of AE Supply’s exit from the Western U.S. energy markets.
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The fair values of trading commodity contracts, which represent net unrealized gain and loss positions, are
recorded as assets and liabilities, respectively, after applying the appropriate counterparty netting agreements in
accordance with FASB Interpretation No. 39. At December 31, 2004, the fair values of the trading commodity
contract assets and liabilities were $17.2 million and $97.3 million, respectively. At December 31, 2003, the fair
values of the trading commodity contract assets and liabilities were $29.9 million and $102.6 million,
respectively.

In June 2002, EITF 02-3 was issued. EITF 02-3 requires that mark-to-market gains and losses on energy
trading contracts (whether realized or unrealized) be shown net in the Consolidated Statements of Operations.
During 2002, Allegheny modified its reporting as a result of EITF 02-3 to reflect the revenues from energy
trading activities, net of the cost of purchased power and transmission, related to contracts that require physical
delivery.

Net unrealized losses of $5.7 million, $468.4 million and $358.4 million, before income taxes, were
recorded in “Operating revenues” to reflect the change in fair value of the trading contracts for 2004, 2003 and
2002, respectively.

2004 Events:

AE Supply has designated certain contracts as cash flow hedges effective July 1, 2004. Changes in the fair
value of these contracts are reflected in “Accumulated other comprehensive income (loss)” after they are
designated as cash flow hedges. The derivative liabilities associated with each contract at the time of their
designation as a cash flow hedge will be realized in earnings over the remaining term of each contract, in
accordance with the estimated cash flow of each contract at the time of designation. These contracts expire at
various dates through December 31 2006 and represent an aggregate liability at December 31, 2004 of $31.0
million. The increase in this liability since June 30, 2004 is a result of the change in the fair value of such
contracts, $3.3 million of which has been reflected in “Accumulated other comprehensive income (loss).” Based
on the fair value of AE Supply’s financial instruments as of December 31, 2004, accumulated other
comprehensive income (loss) of $0.2 million is expected to be reclassified as an increase to earnings over the
next twelve months. The ineffective portion of the cash flow hedges was reflected in earnings for the year ended
December 31, 2004 and was not material.

In addition, during 2004, AE Supply has been designating certain contracts that qualify for the normal
purchase and normal sale SFAS No.133 scope exception. The impact of these designations is to qualify certain
contracts for the accrual method of accounting as opposed to marking these contracts to market or fair value
accounting.

2003 Events:
Strategy Change in 2003

Allegheny worked throughout 2003 to accomplish AE Supply’s exit from the Western U.S. energy markets,
as well as other speculative trading positions. AE Supply’s positions based in the Western U.S. had been a
substantial source of earnings and cash flow volatility and risk, and trading in these markets did not fit with
Allegheny’s intentions to focus on its core business.

Renegotiation and Sale of the CDWR Contract

In June 2003, AE Supply entered into a settlement agreement with the State of California to resolve the
state’s litigation regarding its power supply contract with the CDWR. The terms of the settlement reduced the
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volume of power to be delivered from 2005 through 2011 and reduced the sale price of off-peak power to be
delivered from 2004 through 2011, which in turn substantially reduced the value of the contract. On September
15, 2003, AE Supply and its subsidiary, Allegheny Trade Finance (“ATF”), sold the CDWR contract and
associated hedge transactions, to J. Aron & Company, a subsidiary of The Goldman Sachs Group, Inc., for
approximately $354 million. Allegheny applied $214 million of the sale proceeds to required payments under
agreements entered into to terminate tolling agreements with Williams Energy Marketing & Trading Company
(“Williams™) and Las Vegas Cogeneration II, L.L.C. (“LV Cogen”), a unit of Black Hills Corporation, as
described below. Allegheny applied an additional $28 million of the proceeds to make required payments in
March and September of 2004 under the agreement with Williams. Approximately $26 million was held in a
pledged account for the benefit of AE Supply’s creditors. Approximately $71 million of the sale proceeds were
placed in escrow for the benefit of J. Aron & Company, pending Allegheny’s fulfillment of certain post-closing
requirements. On March 3, 2004, the funds were released from escrow, which resulted in the recognition of a
gain of approximately $68 million in the first quarter of 2004. Approximately $15 million of sale proceeds were
used to partially offset certain hedges related to the CDWR contract and to pay fees and expenses associated with
the transaction.

During 2003, AE Supply exited the Western U.S. energy trading markets, including all related contracts and
hedge agreements. As a result, Allegheny recorded a net loss of approximately $535.2 million. This loss was
recorded as a component of “Operating revenues” in the Consolidated Statements of Operations. This loss did not
include the approximately $71 million of proceeds from the sale of the CDWR contract that were placed in
escrow, as described above.

Refocusing Trading Activities

AE Supply has reoriented its trading operations from high-volume financial trading in national markets to
asset optimization and hedging within its region. Following its exit from the Western U.S. energy markets, AE
Supply is concentrating its efforts in the PIM and Mid-Atlantic markets.

2002 Events:

As a result of significant changes in market conditions in 2002, AE Supply performed a comprehensive
assessment of the valuation techniques and assumptions used to value its then existing portfolio of energy
commodity contracts. To reflect then current market conditions, AE Supply revised the valuation techniques and
assumptions for certain contracts with option features. As a result, AE Supply reduced the value of its portfolio
of energy commodity contracts by $356.3 million, before income taxes, in the third quarter of 2002.

During the fourth quarter of 2002, the fair value of AE Supply’s portfolio of energy commodity contracts
was reduced by an additional $216.4 million, before income taxes. This reduction in fair value resulted from a
decrease in the liquidity and volatility of the energy markets in the Western U.S. This decrease in market
liquidity and volatility primarily affected the fair values related to the Williams and LV Cogen agreements. Both
of these agreements were terminated in 2003, as noted above in “Renegotiation and Sale of the CDWR
Contract.”

Implementation of EITF 02-3:

» EITF 02-3 also reached a consensus that all new contracts that are not derivatives as defined by SFAS
No. 133, “Accounting for Derivative Instruments and Hedging Activities,” as amended by SFAS No.
137, “Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of
FASB Statement No. 133-——an amendment of FASB Statement No. 133,” (“SFAS No. 137”) and SFAS

116




ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

No. 138, “Accounting for Certain Derivative Instruments and Certain Hedging Activities—an
amendment of FASB Statement No. 133,” (collectively, with SFAS No. 149, “Amendment of Statement
133 on Derivative Instruments and Hedging Activities,” (“SFAS No. 149”) referred to as “SFAS No.
133”), entered into subsequent to October 25, 2002, should be accounted for on the accrual basis of
accounting as executory contracts and would not qualify for mark-to-market accounting.

o The effective date for the full rescission of EITF Issue No. 98-10 is for fiscal periods beginning after
December 15, 2002. The effect of rescinding Issue No. 98-10 is reported as a cumulative effect of a
change in accounting principle in accordance with APB Opinion No. 20, “Accounting Changes.”

In connection with its implementation of EITF 02-3, AE Supply recorded a loss as a cumulative effect of an
accounting change of approximately $19.7 million, before income taxes ($12.2 million, net of income taxes), in
the first quarter of 2003. This charge represented the fair value of those contracts previously accounted for under
EITF Issue No. 98-10 that no longer qualify for mark-to-market accounting.

NOTE 6: ASSET SALES

On December 31, 2004, AE completed the sale of a 9% equity interest in the Ohio Valley Electric
Corporation (“OVEC”) to Buckeye Power Generating, LLC (“Buckeye”). In addition, AE Supply assigned to
Buckeye all of its rights and obligations under the Amended and Restated OVEC Inter-Company Power
Agreement (the “New ICPA”) effective March 13, 2006. The aggregate purchase price for the equity sale by AE
and the assignment of AE Supply’s rights in the New ICPA was $102 million. AE Supply will retain its rights to
9% of the power from the OVEC electric generation facility through March 12, 2006. The sale resulted in a gain
of $94.8 million, before income taxes ($60.0 million, net of income taxes), which is recorded in “Gain on sale of
OVEC power agreement and shares” on the Consolidated Statements of Operations. AE recorded a gain of $6.2
million, before income taxes ($4.0 million, net of income taxes), and AE Supply recorded a gain of $88.6
million, before income taxes ($56.0 million, net of income taxes). Cash proceeds from the sale were $102.0
million, of which $6.0 million is expected to be received in March 2006 upon the fulfillment of certain post-
closing obligations. Of the remaining $96.0 million in proceeds, $88.9 million was used to reduce debt in January
2005.

In December 2004, AE Supply sold its 672 MW Lincoln Generating Facility, in Manhattan, Illinois,
together with an associated tolling agreement, to an affiliate of ArcLight Capital Partners, LLC. The sale resulted
in a gain of $1.8 million, before income taxes ($1.1 million, net of income taxes), based on the previously written
down value of these assets. This gain is recorded in “Loss from discontinued operations, net of tax” on the
Consolidated Statements of Operations. Cash proceeds from the sale were $175.0 million, which were used to
reduce debt.

In June 2003, AE Supply sold its 83 MW share of the coal-fired Conemaugh Generating Station to UGL
Development Company, an indirect, wholly owned subsidiary of UGI Corp., for approximately $46.3 million in
cash and a contingent amount of $5.0 million, which was received on March 3, 2004 after the satisfaction of
certain post-closing obligations. The sale resulted in a loss to AE Supply of $28.5 million, before income taxes in
2003, without considering the contingent amount.

On November 1, 2001, Allegheny Ventures acquired Fellon-McCord, an energy consulting and management
services company, and Alliance Energy Services, a provider of natural gas and other energy-related services to
large commercial and industrial customers. Allegheny, which accounted for this transaction as a purchase,
completed this acquisition for $30.8 million in cash, including direct costs of the acquisition, plus a maximum of
$18.7 million in contingent consideration to be paid over a three-year period starting from the acquisition date.
This $18.7 million in contingent consideration was recorded in December 2002 and paid on January 2, 2003,
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subject to change of control provisions in the original acquisition agreement. Taking into account purchase price
adjustments made in 2002 and the contingent consideration recorded in December 2002, Allegheny recorded
$1.2 million as the fair value of net assets acquired and $48.3 million as the excess of cost over net assets
acquired (goodwill). Pursuant to a participation agreement entered into as part of the acquisition of Mountaineer,
on March 1, 2002, Allegheny Ventures sold a 20% indirect interest in Alliance Energy Services to Energy
Corporation of America. Effective December 31, 2002, Allegheny Ventures sold Fellon-McCord and Alliance
Energy Services to a third party for $21.8 million. Allegheny recorded a loss on this sale of $31.5 million, before
minority interest and income taxes ($18.8 million, net of income taxes).

NOTE 7: ASSET IMPAIRMENTS

In July 2004, Potomac Edison entered into an agreement to sell its Hagerstown, Maryland property. The
potential buyer terminated the sales agreement in December 2004. Potomac Edison is continuing to market this
property and expects to complete a sale in 2005. Potomac Edison recorded a write-down to fair value less
estimated costs to sell, during December 2004, which resulted in an impairment charge of $0.9 million, before
income taxes (30.5 million, net of income taxes). See Note 4, “Assets Held for Sale and Discontinued
Operations,” for additional information regarding this asset impairment.

During the fourth quarter of 2004, AE Supply made the decision, and reached a tentative agreement, to sell
approximately 149 acres of land. AE Supply recorded a write-down to fair value less estimated costs to sell,
during December 2004, which resulted in an impairment charge of $1.2 million, before income taxes ($0.7
million, net of income taxes). See Note 4, “Assets Held for Sale and Discontinued Operations,” for additional
information regarding this asset impairment.

During 2004, Monongahela recorded a charge against earnings to write-down its investment in its West
Virginia natural gas operations to the expected net proceeds from the sale of these assets. The write-down
resulted in a charge against earnings of $36.7 million, before income taxes ($21.7 million, net of income taxes).
See Note 4, “Assets Held for Sale and Discontinued Operations,” for additional information regarding this asset
impairment.

AE Supply recorded a charge against earnings to write-down its investment in the Lincoln Generating
Facility to the expected net proceeds from the sale. The write-down resulted in a charge against earnings of
$209.4 million, before income taxes ($129.2 million, net of income taxes). Also during the third quarter of 2004,
AE Supply recorded write-downs to fair value of its investments in its two remaining Midwest natural-gas fired
peaking facilities, the Wheatland Generating Facility and the Gleason Generating Facility, as a result of its
decision to sell these facilities. These write-downs resulted in an aggregate charge against earnings of $445.4
million, before income taxes ($274.7 million, net of income taxes). See Note 4, “Assets Held for Sale and
Discontinued Operations,” for additional information regarding these asset impairments.

In the fourth quarter of 2002, circumstances surrounding the St. Joseph generation facility, a 630 MW
merchant power plant under construction, indicated that the carrying amount of the facility would not be
recoverable through operations. Allegheny and AE Supply determined that the completion of the construction of
the St. Joseph generation facility was not possible given their liquidity constraints and, therefore, they could not
proceed with the construction. AE Supply terminated construction of the St. Joseph generation facility and
recorded an impairment charge of $192.0 million, before income taxes {$118.4 million, net of income taxes).
This impairment charge included amounts to record closure and cancellation costs associated with the facility.

In 2002, AE Supply cancelled the planned construction and investment in a 79 MW barge-mounted
generation project, a planned 1,080 MW natural gas-fired generation facility and certain other early-stage
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development generation projects. AE Supply recorded impairment charges with respect to these projects, as the
carrying amounts of each project were determined not to be recoverable through operations. The impairment
charges were the result of the write-down of the projects to their estimated fair values and the recording of the
estimated costs to cancel the projects. The impairment charges associated with these generation projects were
approximately $52.0 million, before income taxes ($30.8 million, net of income taxes).

The estimated fair values of these generation projects were determined using discounted future projected
cash flows of the projects, as well as indications from unrelated third parties regarding the value of the projects.
The total impairment charges for 2002 related to cancelled generation projects of $244.0 million, before income
taxes ($149.2 million, net of income taxes) are recorded in “Operations and maintenance” expense on the
Consolidated Statements of Operations.

In 2002, circumstances surrounding several unregulated investments indicated that their carrying amounts
may not have been recoverable. An impairment charge of $44.7 million, before income taxes ($26.5 million, net
of income taxes) was recorded to write off the unregulated investments. The impairment charges on these
investments were recorded in “Other income and expenses, net” on the Consolidated Statements of Operations.

As a result of Allegheny’s sale of Fellon-McCord and Alliance Energy Services in December 2002, the
$48.3 million of goodwill carried on the books of these entities and reflected in Allegheny’s Delivery and
Services segment was written off in December 2002.

NOTE §: GOODWILL AND OTHER INTANGIBLE ASSETS

On January 1, 2002, Allegheny adopted SFAS No. 142 which eliminated amortization of goodwill and other
intangible assets with indefinite lives, effective January 1, 2002. Subsequent to the transition provisions of SFAS
No. 142 (see below), goodwill and other intangible assets with indefinite lives are tested annually for
impairment, with impairment losses recognized in operating income. Absent any impairment indicators,
Allegheny performs its annual impairment tests during its third quarter in connection with its annual budgeting
process.

The transition provisions of SFAS No. 142 required Allegheny to test its goodwill for impairment as of
Januvary 1, 2002. Allegheny completed its transitional goodwill impairment test, using a discounted cash flow
methodology to determine the estimated fair value of its reporting units, and recorded an impairment loss of
$210.1 million, before income taxes ($130.5 million, net of income taxes), all of which related to the Delivery
and Services segment. This impairment loss was recorded as the cumulative effect of a change in accounting
principle.

The transitional goodwill impairment loss consists of $170.0 million related to Monongahela’s acquisition
of Mountaineer in 2000, $25.0 million related to Monongahela’s acquisition of West Virginia Power in 1999 and
$15.1 million of other regulated utility goodwill at AE, related to activity recorded prior to 1966. The impairment
amounts resulted from factors that are unique to these rate regulated entities and the rate-making process,
including the fact that none of the $210.1 million of goodwill was being recovered in rates or included in rate
base. As a result, Monongahela and AE recorded after-tax charges of $115.4 million and $15.1 million,
respectively, as a cumulative effect of a change in accounting principle.

Transitional provisions also were completed with respect to Allegheny’s other intangible assets, resulting in
no impairments or changes to amortizable lives.

The goodwill of $367.3 million at December 31, 2004 and 2003 was attributable to the Generation and
Marketing segment. There were no additions to, or disposals of, goodwill during 2004 and 2003. The annual
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impairment test used a discounted cash flow methodology to determine the fair value of the Generation and
Marketing segment and indicated no impairment of goodwill. This test result reflects that AE Supply’s fleet of
generation stations, comprised primarily of low-cost coal-fired steam generation stations, has a fair value in
excess of the carrying value of those assets sufficient to cover goodwill associated with the 2001 acquisition of
the energy trading business, and no impairment of goodwill is required.

Intangible assets of $33.2 million and $41.7 million as of December 31, 2004 and 2003, respectively, related
to an additional minimum pension liability, as discussed in Note 17, “Pension Benefits and Postretirement
Benefits Other Than Pensions.”

Additional intangible assets included in “Property, plant and equipment, net” on the Consolidated Balance
Sheets were as follows:

December 31, 2004 December 31, 2003
Gross Gross

Carrying Accumulated Carrying Accumulated

(In millions) Amount Amortization Amount Amortization
Land easements, amortized .................. $ 95.8 $25.9 $ 95.7 $24.7

Land easements, unamortized . ............... 31.6 — 31.4 —

Software .. .......... ... ... . . 82.7 55.8 94.6 58.5
Total .. ... .. $210.1 $81.7 $221.7 $83.2

In addition, “Assets held for Sale” included intangible assets related to natural gas rights, amortized with a
gross carrying amount of $8.3 and 8.1 million at December 31, 2004 and 2003, respectively, and accumulated
depreciation of $4.7 million and $4.4 million at December 31, 2004 and 2003, respectively.

Amortization expense for other intangible assets for 2004, 2003 and 2002 was $19.0 million, $23.0 million
and $49.6 million, respectively. Amortization expense for 2002 includes amounts related to Fellon-McCord and
Alliance Energy Services. Amortization expense is estimated to be $19.0 million annually for 2005 through
2009.

NOTE 9: RESTRUCTURING CHARGES AND WORKFORCE REDUCTION EXPENSES

In July 2002, Allegheny announced a restructuring plan to reduce long-term expenses. The restructuring
activities included a company-wide workforce reduction and a reorganization of Allegheny’s energy trading
division. For the year ended December 31, 2002, Allegheny recorded a charge for the restructuring and
workforce reduction of $128.3 million, before income taxes ($77.5 million, net of income taxes). In addition, as a
result of the restructuring, Allegheny recorded a charge of $7.9 million, before income taxes ($4.9 million, net of
income taxes) for impairment of leasehold improvements. '

Allegheny achieved workforce reductions in 2002 of approximately 10% primarily through a voluntary
early retirement option (“ERO”) program and selected staff reductions. The ERO program offered enhanced
pension and medical benefits. The costs for the workforce reduction under the ERO program were determined in
accordance with SFAS No. 88, “Employers’ Accounting for Settlements and Curtailments of Defined Benefit
Pension Plans and for Termination Benefits” and SFAS No. 106, “Employers’ Accounting for Postretirement
Benefits Other Than Pensions.” For the year ended December 31, 2002, approximately 600 eligible employees
accepted the ERO program, resulting in a charge of $82.3 million, before income taxes ($49.3 million, net of
income taxes). Allegheny also offered a Staffing Reduction Separation Program (“SRSP”) for employees whose
positions were being eliminated as part of the workforce reductions and severance for certain energy trading
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employees. The severance and other employee-related costs were accounted for in accordance with EITF Issue
No. 94-3, “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including Certain Costs Incurred in a Restructuring).” For the year ended December 31, 2002, Allegheny
recorded a charge of $25.0 million, before income taxes ($15.3 million, net of income taxes) related to
approximately 80 employees whose positions had been eliminated. Allegheny has completed these planned
workforce reductions. Workforce reduction costs are recorded in “Workforce reduction expenses” on the
Consolidated Statements of Operations. The reorganization of Allegheny’s energy trading division includes the
relocation of the trading operations and resulted in a charge of approximately $21.0 million, before income taxes
($12.9 million, net of income taxes), related to costs associated with the relocation which are recorded as
“Operations and maintenance expense” on the Consolidated Statements of Operations.

During May 2003, an additional charge of approximately $4.5 million related to additional operating lease
changes arising from relocating the trading operations was recorded as “Operations and maintenance” expense.

The following table provides a roll forward of Allegheny’s pre-tax expenses and liabilities related to the
2002 restructuring charge to the liability balance at December 31, 2004 (excluding the $7.9 million impairment
charge related to the abandoned leasehold improvements):

Other
Personnel  Exit
(In millions) Costs Costs  Total
2002 restructuring expenses:
Non-ERO Program eXpenses . . .. ...oovunnnre e, $ 250 $21.0 $ 46.0
ERO Program eXPENSES . ..ot vv e te et e e ie e e e 82.3 — 82.3
Total 2002 restructuring eXpemses ... ... .o.vrue it er e ennneenue. 1073 21.0 1283
2003 additional expense for lease impairment ........... ... . ... ... — 4.5 45
ERO program costs accounted for in accrued obligations for pensions and other
postretirement benefits . . . ... ... . .. L e (82.3) — (82.3)
Cash expenditures—2002 . ... ... ... . . e (10.0) — (10.0)
Cash expenditures—2003 . ... ... . ... (15.00 4.5 @195
Liability balance at December 31,2003 ........ ... ... ... .. .. ... — 21.0 21.0
2004 additional expense for lease impairment ................ ... . i — 3.9 39
Cash expenditures—2004 ............ P IR — (6.9 6.9)
Liability balance at December 31,2004 . ...... ... ... ... ... ... .o $ — %180 $ 180

The table above does not include Allegheny’s transition and severance expense of $5.7 million and $6.1
million in 2004 and 2003, respectively, which is included in “Operations and maintenance” expense on the
Consolidated Statements of Operations. :

NOTE 10: DERIVATIVE INSTRUMENTS AND EEDGING ACTIVITIES

Effective January 1, 2001, Allegheny adopted SFAS No. 133, which established accounting and reporting
requirements for derivative instruments, including certain derivative instruments embedded in other contracts
(collectively referred to as derivatives), and for hedging activities. SFAS No. 133, as amended, requires that an
entity recognize all derivatives as either assets or liabilities in the statement of financial position and measure
those instruments at fair value. The standard requires that changes in a derivative’s fair value be recognized
currently in earnings unless specific hedge accounting criteria are met. The accounting for qualifying cash flow
hedges allows a derivative’s gains and losses to offset related results on the hedged item in earnings or other
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comprehensive income (loss) and requires that a company formally document, designate and assess the
effectiveness of transactions that receive hedge accounting treatment. Derivatives treated as a normal purchase or
normal sale are recorded and recognized as income using accrual accounting under a scope exception within
SFAS No. 133.

The fair value of AE Supply’s trading portfolio is primarily comprised of interest rate swap agreements and
commodity cash flow hedges, which represented a net liability of $80.1 million and $72.7 million as of
December 31, 2004 and 2003, respectively. These are accounted for at fair value on the Consolidated Balance
Sheets.

AE Supply has designated certain contracts as cash flow hedges effective July 1, 2004. Changes in the fair
value of these contracts are reflected in “Accumulated other comprehensive income (loss)” after their designation
as cash flow hedges. The derivative liabilities associated with each contract at the time of their designation as a
cash flow hedge will be realized in earnings over the remaining term of each contract, in accordance with the
estimated cash flow of each contract at the time of designation. These contracts expire at various dates through
December 31, 2006 and represented an aggregate liability at December 31, 2004 of $31.0 million. The increase in
this liability since June 30, 2004 is a result of the change in the fair value of these contracts, $3.3 million of
which has been reflected in “Accumulated other comprehensive income (loss).” Based on the fair value of AE
Supply’s financial instruments as of December 31, 2004, accumulated other comprehensive income (loss) of $0.2
million is expected to be reclassified as an increase to earnings over the next twelve months. The ineffective
portion of the cash flow hedges was reflected in earnings for the year ended December 31, 2004 and was not
material.

On March 19, 2002, AE Supply entered into two treasury lock agreements to hedge its exposure to changing
United States Treasury interest rates on the forecasted issuance of long-term, fixed-rate debt in April 2002. These
treasury lock agreements were accounted for as cash flow hedges. In April 2002, these contracts were settled at a
loss of $1.6 million, before income taxes ($1.0 million, net of income taxes). The unrealized loss was recorded in
other comprehensive income (loss). In April 2002, AE Supply began reclassifying to earnings the amounts in
accumulated other comprehensive income (loss) for these treasury lock agreements over the life of the 10 year
debt. For each of 2004, 2003 and 2002, $0.2 million, before income taxes ($0.1 million, net of income taxes) was
reclassified from accumulated other comprehensive income (loss) to earnings.

On August 1, 2000, Allegheny issued a $165.0 million, 7.75% fixed-rate note and a $135.0 million, 7.75%
fixed-rate note. Each note matures on August 1, 2005 and requires semi-annual interest payments on August 1
and February 1. On April 24, 2002, Allegheny entered into an interest rate swap to convert the notes’ fixed rates
to variable rates for the notes’ remaining terms. Under the term of the swap, Allegheny received interest at a
fixed rate of 7.75% and paid interest at a variable rate equal to the three-month LIBOR plus a fixed spread.
Allegheny designated the swap as a fair-value hedge of changes in the general level of market interest rates.
During September 2002, Allegheny terminated the interest rate swap at its fair value of $11.3 million. As a result,
Allegheny has discontinued its fair value hedge accounting. The increase in the carrying amount of the fixed-rate
notes of $11.3 million as a result of the fair value hedge accounting is being amortized over the remaining life of
the notes. For 2004, 2003 and 2002, $3.8 million, $3.8 million and $1.5 million, respectively, before income
taxes ($2.4 million, $2.3 million and $0.9 million, respectively, net of income taxes), was amortized to the
Consolidated Statements of Operations.

During 2002, AE Supply recognized a net unrealized loss of $2.6 million related to derivative instruments
associated with the delivery of electricity that did not qualify for the normal purchase and normal sale exception
under SFAS No. 133.
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Fellon-McCord and Alliance Energy Services—Sold in 2002

On November 1, 2001, Allegheny Ventures acquired Fellon-McCord and Alliance Energy Services, which
were both subsequently sold in December 2002. Alliance Energy Services was engaged in the purchase, sale and
marketing of natural gas and other energy-related services to various commercial and industrial customers across
the United States. Alliance Energy Services, on behalf of its customers, used both physical and financial
derivative contracts, including forwards, NYMEX futures, options and swaps, in order to minimize market risk
associated with its purchase and sales activities. These derivative contracts were accounted for as cash flow
hedges. For 2002, an unrealized gain of $31.2 million, net of reclassifications to earnings, income taxes and
minority interest, was recorded to other comprehensive income (loss) for these contracts. For 2001, an unrealized
loss of $18.9 million, net of reclassifications to earnings and income taxes, was recorded to other comprehensive
income (loss) for these contracts. These hedges were highly effective during 2002 and 2001.

NOTE 11: ASSET RETIREMENT OBLIGATIONS (“AR0”)

Effective January 1, 2003, Allegheny adopted SFAS No. 143, “Accounting for Asset Retirement
Obligations” (“SFAS No. 143”) which provides accounting and disclosure requirements for retirement
obligations associated with long-lived assets. SFAS No. 143 requires that the fair value of asset retirement costs
for which Allegheny has a legal obligation be recorded as liabilities, with an equivalent amount added to the
asset cost. The liability is accreted (increased) to its present value each period and the capitalized cost is
depreciated over the useful life of the related asset. Upon settlement of the liability, an entity settles the
obligation for its recorded amount or records a gain or loss if it is settled at a different amount.

Allegheny recorded retirement obligations primarily related to ash landfills, underground and aboveground
storage tanks and natural gas wells. Allegheny also has identified a number of retirement obligations associated
with certain of its electric generation and transmission assets that have not been recorded, because the fair value
of such obligations cannot be reasonably estimated, due primarily to the indeterminate lives of the assets.

The effect of adopting SFAS No. 143 on Allegheny’s Consolidated Financial Statements in 2003 was as
follows:

Effect of Adopting SFAS No. 143 Increase (Decrease)

Preperty, Decrease

Plant and  Non-Current Non-Current in Decrease
Equipment, Regulatory Liabilities Pre-Tax in Net

@EJM Net Asset (AROs) Income Income
AESUPDLY . ..o $0.3 $— $122  $(11.9)  $(7.4)
Monongahela .......... ... ... ... . L 3.0 2.3 6.1 0.8) 0.4)
Potomac Edison ................ ... .. .. ...... 0.1 — 0.2 (0.1 0.1
WESLPENN . . oot e e — — 1.2 (12)  ©.7)
Total Allegheny ......................... $3.4 $23 $19.7 $(14.0) $8.6)

AROs were identified with respect to property, plant and equipment at Monongahela, and the cost of
removal for these assets currently is being recovered through rates. Allegheny believes it is probable that any
difference between expenses under SFAS No. 143 and expenses recovered currently in rates with respect to these
assets will be recoverable in future rates. Therefore, Allegheny is deferring these expenses as a regulatory asset.

For the year ended December 31, 2004, Allegheny’s ARO balance increased $6.3 million, from $22.5
million at January 1, 2004, to $28.8 million at December 31, 2004, due primarily to a $5.4 million lability
recorded for the Harrison generation station ash disposal site extension Phase IV and accretion expense. For the
year ended December 31, 2003, Allegheny’s ARO balance increased $2.8 million due to accretion expense.
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Costs of removal that do not have associated retirement obligations were recorded in accumulated
depreciation in previous years. However, in February 2004, the Securities and Exchange Commission’s (“SEC”)
Accounting Staff indicated in a public comment release that these removal costs should be included in regulatory
liabilities for all periods presented. As of December 31, 2003, Allegheny’s regulated utility subsidiaries began
recording the removal costs collected from customers related to assets that do not have associated retirement
obligations under SFAS No. 143 in “Regulatory assets,” “Regulatory liabilities” and/or “Other current liabilities”
on its Consolidated Balance Sheets. These estimated removal costs, which represent a regulatory liability (asset),
are as follows:

December 31,

(In millions) 2004 2003
Mononahela . . . ..ottt $241.8 $230.5
Potomac BdiSOm . . ..ottt $162.3 $155.9
VeSSt P . .o i e e $(172) $ (6.6)

Had the provisions of SFAS No. 143 been adopted on January 1, 2001, Allegheny’s reported loss before
cumulative effect of accounting change, net loss and loss per share for 2002, would not have been materially
different.

Had the provisions of SFAS No. 143 been adopted on January 1, 2001, Allegheny’s AROs would have been
$17.2 million at December 31, 2001 and $19.7 million at December 31, 2002.

NOTE 12: BUSINESS SEGMENTS

Allegheny manages and evaluates its operations in two business segments: 1) Delivery and Services and 2)
Generation and Marketing.

The Delivery and Services segment includes Allegheny’s electric and natural gas T&D operations. This
segment also includes the results of Allegheny Ventures.

The Generation and Marketing segment includes Allegheny’s power generation operations. This segment
owns, operates and manages regulated and unregulated electric generation capacity. For 2002 and 2003, until it
was able to exit from most of its speculative energy trading positions, this segment also marketed and traded
electricity, natural gas, oil, coal and other energy-related commodities using primarily over-the-counter and
exchange-traded contracts.

Allegheny accounts for intersegment sales based on cost or regulatory commission-approved tariffs or
contracts. AE and certain of its subsidiaries entered into agreements to sell, or made the decision to sell, certain
non-core assets during the third quarter of 2004. See Note 4, “Assets Held for Sale and Discontinued
Operations,” for additional information concerning the segments in which the results of operations for these
assets have previously been reported. The results of operations for these assets for 2004, 2003 and 2002 have
been reclassified to discontinued operations.
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Business segment information is summarized below. Significant transactions between reportable segments
are shown as eliminations to reconcile the segment information to consolidated amounts. The majority of the
eliminations relate to power sold by the Generation and Marketing segment to the Distribution Companies.

(In millicns)

Operating revenues:
Delivery and Services . ..
Generation and Marketing
Eliminations

Total

Depreciation and amortization:
Delivery and Services
Generation and Marketing

Total

Operating income (loss):
Delivery and Services . ..
Generation and Marketing
Eliminations

Interest expense:
Delivery and Services . ..
Generation and Marketing
Eliminations

Total

Income (loss) from continuing operations, net:

Delivery and Services
Generation and Marketing
Eliminations

Total

(Loss) income from discontinued operations, net:

Delivery and Services
Generation and Marketing
Eliminations

Cumulative effect of accounting changes, net:

Delivery and Services
Generation and Marketing

Total

Net income (loss):
Delivery and Services
Generation and Marketing

Total

Capital expenditures:
Delivery and Services
Generation and Marketing

Total

Acquisition of businesses:
Delivery and Services
Generation and Marketing

Total

Identifiable assets :
Delivery and Services
Generation and Marketing
Other ................
Eliminations

Total

2004 2003 2002
$2.764.1 $ 27058 §3,299.1
1,538.7 956.2 913.5
(1,546.7)  (1,479.7)  (1,468.8)
$2756.1 $ 21823 $27438
$ 1488 § 1522 $ 1453
150.6 134.0 120.7
$ 2994 $ 2862 § 2660
$ 3033 $ 2634 $ 2860
285.9 459.9)  (759.0)
— — 0.4
$ 5892 S (1965) $ (472.6)
$ 1259 § 1238 $ 1249
2745 299.0 1474
0.2) - 5.0)
$ 4002 S 4228 § 267.3
$ 1173 $ 1026 § 829
12.5 (411.5)  (548.7)
0.1 — —
$ 1297 $ (3089) S (465.8)
$ (1400 8 92 $ 13
(426.4) (34.5) (37.7)
0.1 — —
$ (4403) $ (253) $ (364)
$ — S (12 $ (1305
— (19.6) —
$ — 3 (208) $ (1305
$ 1033 $ 1106 $ (46.3)
(413.9)  (465.6)  (586.4)
$ (3106) $ (355.0) $ (632.7)
$ 1605 $ 1492 $ 1542
107.0 107.7 249.5
$ 2675 $ 2569 § 4037
$ — $§ - § —
— 3184 —
$ — $ 3184 $§ —
$44438 $ 4,5420
43952 52667
31919 34079
(2.985.8)  (3,044.7)
$9.045.1 $10,171.9
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NOTE 13: DIVIDEND RESTRICTION

The Board of Directors of AE did not declare a dividend on AE’s common stock during 2004 or 2003.
Covenants contained in AE’s borrowing agreements, as well as regulatory limitations under PUHCA, preclude
AE from declaring or paying cash dividends for the foreseeable future. See Note 3, “Capitalization,” for
additional information.

NOTE 14: ACCOUNTING FOR THE EFFECTS OF PRICE REGULATION
Deregulation

On May 29, 1998, the Pennsylvania Public Utility Commission (“Pennsylvania PUC”) issued an order
approving a transition plan for West Penn. This order was amended by a settlement agreement approved by the
Pennsylvania PUC on November 19, 1998. West Penn recorded an extraordinary charge under the provisions of
SFAS No. 101, “Regulated Enterprises—Accounting for the Discontinuation of Application of FASB Statement
No. 71,7 in 1998 to reflect the disallowances of certain costs in the order. This charge included an estimated
amount for an adverse power purchase commitment, which reflects a commitment to purchase power at above-
market prices. The adverse power purchase commitment is amortized over the life of the commitment based on a
schedule of estimated electricity purchases established in connection with the settlement agreement. As of
December 31, 2004, Allegheny’s reserve for adverse power purchase commitments was $218.1 million.

Based on the forecast mentioned above, Allegheny’s reserve for adverse power purchase commitments
decreased as follows for 2004, 2003 and 2002:

(In millions) 2004 2003 2002

Decrease in adverse power purchase commitments . ................... $18.0 $19.1  $23.1

These decreases in the reserve for adverse power purchase commitments are recorded as expense reductions
in “Purchased power and transmission” on the Consolidated Statements of Operations.
p

Reregulation

In 1998, the West Virginia legislature passed legislation directing the West Virginia PSC to determine
whether retail electric competition was in the best interests of West Virginia and its citizens. In response, the
West Virginia PSC submitted a plan to introduce full retail competition on January 1, 2001. This plan was
approved, but never implemented, by the legislature. In 2002, the West Virginia PSC issued orders dismissing
deregulation proceedings. Based on these actions, Monongahela concluded that retail competition and the
deregulation of generation assets is no longer probable and that the generation operations in West Virginia meet
the requirements of SFAS No. 71.

Monongahela reapplied the provisions of SFAS No. 71 to its West Virginia generation assets in the first
quarter of 2003 and recorded a gain of $61.7 million as part of “Other income and expenses, net” in the
Consolidated Statements of Operations. This gain was primarily the result of the elimination of its transition
obligation and the reestablishment of regulatory assets related to deferred income taxes.

Potomac Edison had recorded a transition obligation on its books associated with West Virginia
deregulation. Potomac Edison also reapplied the provisions of SFAS No. 71 in the first quarter of 2003 and
recognized a gain of approximately $14.1 million as a result of the elimination of its transition obligation. This
gain is also a component of “Other income and expenses, net” in the Consolidated Statements of Operations.
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As of December 31, 2002, Allegheny had no generation assets subject to SFAS No. 71. As a result of the
reapplication of SFAS No. 71 to the West Virginia generation assets in January 2003, the Consolidated Balance
Sheets include the amounts listed below for generation assets not subject to SFAS No. 71 as of December 31,
2004 and 2003:

December 31, December 31,
(In millions) 2004 2003
Property, plant and equipment ............. ... ... e $4,121.2 §4,0524
Amounts under construction included above . ...................... $ 361 $ 541
Accumulated depreciation .. ...t $(1,925.6) $(1,823.9)
NQTE 15: INCOME TAXES
Details of federal and state income tax expense (benefit) from continuing operations are:
(In millions) 2004 2003 2002

Income tax expense (benefit)—current:

Federal ... ... ..t $837 $ (76.4) $ (91.1)

R0 721 £ OO U PP 10.0 2.9 (19.3)
Total . e $98.7 $ (79.3) $(110.4)

Income tax benefit—deferred, net of amortization ........................... (12.5) (116.6) (196.2)
Amortization of deferred investment tax credit ........... ... .. ... . ... (6.5) (6.3) (6.5)

Total income tax expense (benefit) $79.7 $(202.2) $(313.1)

The total income tax expense (benefit) from continuing operations differs from the amount produced by
applying the federal statutory income tax rate of 35% to financial accounting income, as set forth below:

2004 2003 2002
(In millions, except percent) Amount _%_ irm 7 M i
Income (loss) from continuing operations before income taxes
and MINOTItY INEIESL . v v v oo e v $208.5 $(518.2) $(792.4)
Preferred dividend of subsidiary ........................ 5.0 5.0 5.0
Subtotal .. ..o $213.5 $(513.2) $(787.4)
Income tax expense (benefit) calculated using the federal
statutory rate of 35% .. ... $ 747 35.0 $(179.6) 35.0 $(275.6) 35.0
Adjusted for:
Tax deductions for which deferred tax was not provided:
Depreciation ............c.oviiiiiieinnaenin. 05 02 11.7  (2.3) 2.6 (0.3)
Plantremoval costs . .......... .. .. i, 2.2) (1.0 (3.9 08 34 04
State income tax, net of federal income tax benefit ... ... 76 35 (17.6) 34 (19.6) 2.5
Amortization of deferred investment tax credit ......... 6.5 (3.0 63 12 6.5) 08
Reapplication of SFASNo. 71 ...................... —_ = 9.7y 19 —_- -
Charitable donation . ............ ... ciiiinina.. — - —_ — (3.6) 0.5
Other,net ... i e 56 26 32 (0.6) (7.0) 09
Total income tax expense (benefit) ...................... $ 79.7 37.3 $(202.2) 39.4 $(313.1) 39.8
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The income tax benefit for loss from discontinued operations differs from the amount produced by applying
the federal statutory income tax rate of 35% to the gross amount as set forth below:

(In millions) 2004 2003 2002

Loss from discontinued operations, before income taxes ....................... $(702.6) $(40.2) $(57.8)
Income tax benefit calculated using the federal statutory rate of 35% ............. $2459 $140 §$202
Increased for state income tax benefit, net of federal income tax expense .......... 16.4 0.8 1.2
Total income tax benefit .. ...... . ... . $2623 $148 $214

The income tax benefit for the cumulative effect of accounting changes differs from the amount produced
by applying the federal statutory income tax rate of 35% to the gross amount, as set forth below:

(In millions) 2004 2003 2002
Cumulative effect of accounting changes, before income taxes ................... $—  $(33.7) $(210.1)
Income tax benefit calculated using the federal statutory rate of 35% .............. $— $(11.8) $ (73.5)
Non-deductible goodwill impairment . . ............. it — — 52
Increased for state income tax benefit, net of federal income tax expense ........... — (1.2 (11.3)
Total income tax benefit . . . ... ... . i $—  $(13.0) $ (79.6)

At December 31, the deferred income tax assets and liabilities consisted of the following:

wt_)is_) 2004 2003
Deferred income tax assets:
Adverse power purchase commitment ............. ... ... .. i $§ 412 § 475
Recovery of transition CoSts . ...... ...t 12.0 13.3
Unamortized investment tax credit . .......... .ttt i 50.0 539
Postretirement benefits other than pensions .......... ... ... 132.6 138.7
Net operating loss carryforwards . ....... . i e 204.3 145.7
Fair value of commodity contracts .......... ... ... it 91.8 99.8
Valuation allowance on NOL ... ... . i i e e “4.3) (G.2)
O heT L e 129.8 85.1
Total deferred income tax @ssets . ............ieiii i $ 6574 $ 583.8
Deferred income tax liabilities:
Plant asset basis differences, Net . ...ttt $1,148.7 $1,287.3
Other . o e 99.5 112.2
Total deferred income tax liabilities .. ...t $1,248.2 $1,399.5
Total net deferred income tax liabilities ......... .. ... .. . i $ 5908 $ 8157
Plus portion above included in current assets .............. it 44.6 44.6
Total long-term net deferred income tax liabilities .. ....................... $§ 6354 $ 8603

Allegheny recorded as deferred income tax assets the effect of net operating losses, which will more likely
than not be realized through future operations and through the reversal of existing temporary differences. These
net operating loss carryforwards expire in varying amounts through 2024,
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NOTE 16: SHORT-TERM DEBT

No short-term debt was outstanding at December 31, 2004. The $53.6 million of short-term debt outstanding
at December 31, 2003 was related to a bridge loan at Monongahela that was issued in September of 2003, had a
term of 364 days and was repaid in June 2004 with a portion of the proceeds from the issuance of Monongahela’s
first mortgage bonds.

To provide interim financing and support for outstanding commercial paper, lines of credit had been
established with several banks. AE and certain of its subsidiaries had fee arrangements on all of their lines of
credit and no compensating balance requirements. These facilities, which were refinanced in February 2003,
required the maintenance of a certain fixed-charge coverage ratio and a maximum debt-to-capitalization ratio, as
defined under the applicable credit agreements. On October 8, 2002, Allegheny announced that AE, AE Supply
and AGC were in technical default under these facilities after AE Supply declined to post additional collateral in
favor of several trading counterparties. As of December 31, 2003, Allegheny had obtained waivers and
amendments for these facilities. See Note 3, “Capitalization,” for additional details regarding the Borrowing
Facilities that were entered into in February 2003.

Short-term debt outstanding for 2004 and 2003 consisted of:

2004 2003

(In millions) Amount Rate Amount E
Balance and interest rate at end of year:

Bridge loan at Monongahela . ............ ... ... e $— — % $53.6 4.62%
Average amount outstanding and interest rate during the year:

Notes payable tobanks . ...t $— — % $855 5.50%

Bridge loan at Monongahela . . ......... ... ... . $235 459% $ 42 4.62%

Borrowing Facilities .. ........ .. $— — % $59 521%

NOTE 17: PENSION BENEFITS AND POSTRETIREMENT BENEFITS OTHER THAN PENSIONS

Substantially all of Allegheny’s employees, including officers, are employed by AESC and are covered by
noncontributory, defined benefit pension plans. Benefits are based on each employee’s years of service and
compensation. Allegheny makes annual contributions of the minimum amount required under ERISA and not
more than can be deducted for federal income tax purposes. For reporting purposes, the measurement date is
September 30.

Allegheny also provides partially contributory medical and life insurance plans for eligible retirees and
dependents. Medical benefits, which make up the largest component of the plans, are based upon an age and
years-of-service vesting schedule and other plan provisions. Subsidized medical coverage is not provided in
retirement to employees hired on or after January 1, 1993, with the exception of certain union employees. The
postretirement health care plans include a limit on the company’s share of costs for recent and future retirees.
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The components of the net periodic benefit cost for pension benefits and for postretirement benefits other
than pensions (principally health care and life insurance) for employees and covered dependents and the

allocation by Allegheny, through AESC, of costs for pension benefits and postretirement benefits other than
pensions were as follows:

Postretirement Benefits

Pension Benefits Other Than Pensions
(In millions) 2004 2003 2002 2004 2003 2002
Components of net periodic cost:
Service CoSt ... $235 $21.8 $202 $43 $38 $ 34
INterest COSt « . v i it e 62.7 62.0 59.1 153 169 143
Expected return on plan assets ..................... (68.7) (749 ((77.3) (6.1) (6.1) (7.5
Amortization of unrecognized transition obligation . . ... 0.5 0.6 0.6 5.9 59 6.5
Amortization of prior service cost . . ................. 4.1 4.8 2.8 0.2 04 —
Recognized actuarial loss (gain) .................... 5.8 0.2 — 0.1 — (0.8)
Subtotal ... ... 27.9 14.5 54 197 209 159
Curtailments, settlements and special termination
benefits . ... 6.0 14.4 — 34 58 —
Net periodic €ost ...t ... $339 $289 §$ 54 $23.1 $26.7 $159
Allocation of net periodic cost:
Monongahela . ... $116 $ 81 $ 14 $93 $84 §$55
AESupply ..o 10.7 10.4 2.6 4.5 6.7 3.0
WestPenn ... ... 6.3 58 0.8 4.9 6.2 3.8
Potomac Edison . .......... .. ... .. i, 4.7 4.2 0.5 42 5.1 32
AE 0.6 04 0.1 0.2 0.3 0.4
Net periodic COSt .. ... vviviiiiie ... $339 $289 $ 54 $23.1 $267 $15.9

Approximately 20% and 13% of the above net periodic cost amounts were allocated to “Construction work
in progress,” a component of ‘“Property, plant and equipment, net” in 2004 and 2003, respectively.

As discussed in Note 4, “Assets Held for Sale and Discontinued Operations,” Monongahela entered into an
agreement in August 2004 to sell its West Virginia natural gas operations. Included in the net periodic cost for
2004 are $2.7 million and $3.4 million of curtailment charges for pension and postretirement benefits other than
pensions, respectively.
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The amounts accrued at December 31, using a measurement date of September 30, included the following

components:
Postretirement
Benefits Other
Pension Benefits Than Pensions
(_In;_ng'lli;oni) 2004 2003 2004 2003
Change in benefit obligation:
Benefit obligations at beginningof year . ..................... $1,078.8 § 9933 $2758 $269.1
Service CoSt .. ..o e 235 21.8 43 38
IRLErESt COSE . . v vv ittt e e 62.7 62.0 153 16.9
Plan Participants’ contributions .............. ... oL — — 23 —
Planamendments . ......... ... i — 1.5 — —
Curtaillments . ...ttt e (14.5) 4.0 4.1 0.1
Settlements . ... e ;.1 (31.0) — (6.5)
Special termination benefits ......... .. ... ... ... i 33 3.1 — —
Actuarial 1oss . ... .. 283 87.7 31.2 18.9
Benefitspaid ....... .. .. (68.2) (63.6) (28.7) (26.5)
Benefit obligation atend of year . ......... ... . ... . ... $1,108.8 $1,078.8 $296.1 $275.8
Change in plan assets:
Fair value of plan assets at beginning of year . ................. $ 739.2 $ 7028 $ 737 $ 705
Actual returnon planassets ......... ... ... i 66.7 8L.5 3.0 6.9
Plan participants contributions .............. ... oo, — — 1.7 27
Employer contribution . .. ........ ... 344 531 8.2 11.8
Settlements . ...t e 6.7) (34.6) — 6.5)
Benefitspaid ........c (68.2) (63.6) (13.2) (11.7)
Fair value of plan assets atend of year . .......................... $ 7654 $ 7392 $ 734 $ 737
Plan assets less than benefit obligation ........................... $ 3434 § 3396 $222.7 $202.1
Unrecognized transition obligation . ............................. (3.7 4.9 @7.0) (529
Unrecognized net actuarial 10ss ............ ... ... (293.4) (2825) (59.3) (28.7)
Unrecognized prior service cost due to plan amendments ............ (29.7) (36.8) —_ (3.6)
Fourth quarter contributions and benefit payments ................. 0.D 4.0) (10.9) (6.5)
Accruedat December 31 . ... $ 165 $ 114 $1055 $1104

The postretirement benefits other than pensions unrecognized transition obligation is being amortized over

20 years, beginning January 1, 1993.

As the Supplemental Executive Retirement Plan (“SERP”) is a non-qualified pension plan, Allegheny is not
obligated to fund the SERP obligation. The SERP obligation, which is included as a component of the pension
benefit obligation, was $7.0 million and $11.0 million at December 31, 2004 and 2003, respectively. The amount
of SERP included in the accrued pension benefits at December 31, 2004 and 2003 was an (accrued) prepaid

benefit of $(2.5) million and $0.9 million, respectively.
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Amounts included in the Consolidated Balance Sheets were as follows:

Postretirement
Benefits Other
Pension Benefits Than Pensions
(In millions) 2004 2003 2004 2003
Accrued benefit COSE ... v vttt $231.7 $2099 $105.5 $1104
Intangible assets . ......... ... (33.2) @17 — —
Accumulated other comprehensiveloss .......... ... ... .. ... ... (182.0) (156.8) —_— —
Accruedat December 31 . ... ... $ 165 $ 11.4 $1055 $1104

The accumulated benefit obligation for all defined benefit pension plans was $997.2 million and $949.6
million at December 31, 2004 and 2003, respectively. The portion of the total accumulated benefit obligation
related to the SERP was $6.6 million and $9.5 million at December 31, 2004 and 2003, respectively.

Information for pension plans with a projected benefit obligation and an accumulated benefit obligation in
excess of plan assets is as follows:

Pension Benefits

(In millions) - 2004 2003
Projected benefit obligation ........ ... ... .. $1,108.8 $1,078.8
Accumulated benefit obligation . ........... i $ 9972 8§ 949.6
Fair value of plan assets ... ...ttt $ 7654 § 739.2
Pension Benefits

(In millions) 2004 2003 2002
Increase in minimum pension liability included in other comprehensive loss, before

INCOIME LAXES .+« « v vt vttt ettt ettt e e e $ 252 $107.3 $495
Balance of minimum pension liability included in other comprehensive loss, before

INCOME TAXES .« . o oo v vttt et ettt e e e et e e e e e e $182.0 $156.8 3$49.5
Taxes related to minimum pension liability included in other comprehensive loss .. .. 75.8 653 20.0

Balance, net of taxes, of minimum pension liability included in other comprehensive
L0088 ot $106.2 $ 91.5 $29.5

The assumptions used to determine net periodic benefit costs for years ended December 31, 2004, 2003 and
2002 are shown in the table below. The discount rates, expected long-term rates of return on plan assets and rates
of compensation increases used in determining net periodic benefit costs were as follows:

Postretirement Benefits

Pension Benefits Other Than Pensions
2004 2003 2002 2004 2003 2002
Discountrate ................ i 6.00% 6.50% 725% 6.00% 6.50% 7.25%
Expected long-term rate of return on plan assets .. ... 8.50% 9.00% 9.00% 850% 9.00% 9.00%

Rate of compensation increase ................... 375% 4.00% 450% 3.75% 4.00% 4.50%
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The assumptions used to determine benefit obligations at September 30, 2004, 2003 and 2002 and the
expected long-term rates of return on plan assets in each of the years 2004, 2003 and 2002 are shown in the table

below:

Postretirement Benefits

Pension Benefits Other Than Pensions

W04 200 002 204 203 20
DiISCOUNtIate ... ..ottt i i e e e 590% 6.00% 650% 590% 6.00% 6.50%
Expected long-term rate of return on plan assets ............. 8.50% 8.50% 9.00% 8.50% 8.50% 9.00%
Rate of compensationincrease ................... ... ..... 325% 3.75% 4.00% 3.25% 3.75% 4.00%

Allegheny’s general approach for determining the overall expected long-term rate of return on assets
considers historical and expected future asset returns, the current and future targeted asset mix of the plan assets,
historical and future expected real rates of return for equities and fixed income securities and historical and
expected inflation statistics. The expected long-term rate of return on plan assets to be used to develop net |
periodic benefit costs for 2005 is 8.5%. |

Assumed health care cost trend rates at December 31 are as follows:

2004 2003
Health care cost trend rate assumed fornextyear .......... ... ... .. .. ... 95% 9.5%
Rate to which the cost trend rate is assumed to decline (the ultimate trend rate) ............. 50% 5.0%
Year that the rate reaches the ultimate trendrate . .......... ... ... .o ieiiinn... 2014 2013

For measuring obligations related to postretirement benefits other than pensions, Allegheny assumed a
health care cost trend rate of 9.5% beginning with 2005 and grading down by 0.5% each year to an ultimate rate
of 5.0%, and plan provisions that limit future medical and life insurance benefits. Because of the plan provisions
that limit future benefits, changes in the assumed health care cost trend rate would have a limited effect on the
amounts displayed in the tables above. A one-percentage-point change in the assumed health care cost trend rate
would have the following effects:

1-Percentage-Point  1-Percentage-Point

(In milligns) Increase Decrease
Effect on total of service and interest cost components ................. $0.3 $(0.4)
Effect on postretirement benefit obligation .......................... $3.5 $(3.6)

On December 8, 2003, the Medicare Prescription Drug, Improvement and Maoderization Act of 2003 (the
“Medicare Act”) became law. Beginning in 2006, the federal government will provide subsidies for certain drug
costs to companies that provide coverage that is actuarially equivalent to the drug coverage under Medicare Part D.
Allegheny elected to follow the deferral provisions of FASB Staff Position (“FSP”) FAS 106-1, “Accounting and
Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003”
(“FSP 106-17). FSP 106-1 permits employers that provide drug benefits to make a one-time election to defer
accounting for any effects of the Medicare Act until guidance on the accounting for the federal subsidy is issued. On
May 19, 2004, FASB issued Staff Position FSP FAS 106-2 (“FSP 106-2”), which supercedes FSP 106-1 and
provides guidance on accounting for the effects of the new Medicare prescription drug legislation for employers
whose prescription drug benefits are actuarially equivalent to the drug benefit under Medicare Part D. Allegheny
adopted the provisions of FSP 106-2 as of July 1, 2004. The adoption of FSP 106-2 did not have a significant
impact on Allegheny’s accumulated plan benefit obligation or its net periodic postretirement benefit costs.
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Plan Assets

Allegheny’s pension plans’ asset allocations as of the measurement dates of September 30, 2004 and 2003,
by asset category are as follows:

Plan Assets at
September 30,
2004 2003
Asset Category:
Fixed income SeCUrities . ........ ...t 52% 57%
Equity SECUTILIES . ...\ttt 48% 41%
Short-term InVestments .. ......o.ut ittt — % _2%
Total . . @% @%

Allegheny’s postretirement benefits other than pensions asset allocations as of the measurement dates of
September 30, 2004 and 2003, by asset category are as follows:

Plan Assets at
September 30,
2004 2003
Asset Category:
Fixed income Securities . ........c vt 45% 47%
Equity Securities .. ..........oiiiit i 44% 42%
Short-term investments . ............. ittt 11% 11%
Total ... e 199% @%

The investment policy of the defined benefit pension plan is to invest in assets with a long-term asset
allocation objective of 40% equity securities and 60% fixed income securities. The investment policy of the
postretirement benefits other than pensions is to invest in assets with a long-term asset allocation objective of
50% equity securities and 50% fixed income securities. The strategic asset allocation represents a long-term
perspective. Under the plans investment policy, this allocation may vary, in the short-term, from the stated
objective. Market shifts, changes in the plan dynamics or changes in economic conditions may cause the asset
mix to fall outside of the long-term policy range in a given period.

Contributions

Allegheny contributed approximately $27.7 million to its pension plans in 2004, including a voluntary
contribution of $0.3 million to the SERP. Allegheny also contributed $28.1 million to its postretirement benefits
other than pensions in 2004. Allegheny currently anticipates contributing approximately $58.0 million to its
pension plans in 2005, including $0.3 million to the SERP. Allegheny also currently anticipates contributing an
additional amount in 2005 ranging from $27.0 million to $32.0 million, to fund postretirement benefits other than
pensions. Allegheny makes contributions to its pension plan in order to meet the minimum required funding
amount under ERISA. These anticipated contributions will change in the future if Allegheny’s assumptions
regarding prevailing interest rates change, if actual investments under-perform or out-perform expectations or if
actuarial assumptions or asset valuation methods change.

401(k) Savings Plan

Allegheny maintains a 401(k) Employee Stock Ownership and Savings Plan (the “ESOSP”). The ESOSP
was established as a non-contributory stock ownership plan for all eligible employees, effective January 1, 1976,
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and was amended in 1984 to include a savings program. All of Allegheny’s employees, subject to meeting
eligibility requirements, may elect to participate in the ESOSP. Under the ESOSP, each eligible employee can
elect to have from 2% to 12% of his or her compensation contributed to the ESOSP on a pre-tax basis, and an
additional 1% to 6% on a post-tax basis. Participants direct the investment of contributions to specified mutual
funds or AE common stock. Allegheny matches 50% of pre-tax contributions, up to 6% of an employee’s
compensation. Allegheny made these matching contributions by issuing shares of common stock of AE for the
periods January 1, 2002 through June 30, 2003 and since April 1, 2004. AE purchased shares in the open market
to make these matching contributions for the period July 1, 2003 through the first quarter of 2004. AE issued
363,361 shares, 399,914 shares and 573,664 shares of AE common stock as matching contributions for 2004,
2003 and 2002, respectively. Allegheny recorded expense for these contributions of $6.0 million, $2.5 million
and $8.8 million for 2004, 2003 and 2002, respectively. Allegheny purchased 129,308 and 544,490 shares in
open market transactions in 2004 and 2003, respectively, to fund the matching contribution. Allegheny also
recorded expense for the matching contributions made in open market transactions in 2004 and 2003 of $1.7
million and $5.3 million, respectively.

Estimated Future Benefit Payments

The following benefit payments, which reflect expected future service, as appropriate, are estimated to be
paid as follows:

Postretirement

Pension Benefits Other

(In millions) Benefits Than Pensions
2005 L e e $ 64.6 $ 222
2006 . e 64.7 22.7
2007 L e e 65.1 23.0
2008 L 65.8 23.2
2000 L 66.6 23.5
2010 = 2004 . e e 356.0 117.0
TOtal .\t e $682.8 $231.6

NOTE 18: STOCK-BASED COMPENSATION

Under Allegheny’s 1998 Long-Term Incentive Plan (the “LTIP”), stock options, restricted shares and
performance awards may be granted to officers and key employees. Ten million shares of Allegheny’s common
stock have been authorized for issuance under the LTIP, subject to adjustments for changes in Allegheny’s
common shares. The LTIP provides vesting periods of one to five years, with options terminating 10 years after
the date of grant. Options are granted at the quoted market price of Allegheny’s common shares on the date of
grant. There were 1,609,193 exercisable options at December 31, 2004.

Under the LTIP, Allegheny may grant awards of restricted shares of common stock on terms, conditions and
restrictions as it may determine, based on performance standards, periods of service, share ownership or other
criteria.

Allegheny may also grant performance awards under the LTIP which consist of a right to receive a payment
that is either measured by the fair market value of a certain number of shares of its common stock, increases in
the fair market value of its common stock during an award period and/or a fixed cash amount. Performance
awards may be made in connection with, or in addition to, restricted stock awards. Award periods will be two or
more years or annual periods as may be determined.
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In February 2004, Allegheny granted approximately 3.4 million stock units pursuant to agreements with
certain executives. Stock units vest annually over a period of three to five years. Each unit entitles the holder to
one share of AE common stock on the vesting date, subject to an election to defer receipt. The weighted average
grant date fair value of the 2004 stock units was $13.37 per share. Approximately 390,000 stock units were
cancelled during 2004 as a result of the resignation of an executive. For the years ended December 31, 2004 and
2003, compensation expense of $18.7 million and $10.6 million, respectively, was recorded for these stock units.

The weighted average fair values of the 2004 and 2002 options were $7.18 and $7.81 per share,
respectively. There were no stock options granted during 2003. The fair values were estimated at the date of
grant using the Black-Scholes option-pricing model, with the following weighted average assumptions:

2004 2002
Risk-free interestrate .......... ... ottt 3.50% 5.45%
Expected lifeinyears ........... ... i 6 10
Expected stock volatility ........ ... .. i 5242% 28.20%
Dividend yield . ... ... o — % 4.87%

The following table summarizes the status of the stock options granted under the LTIP as of December 31,
2004:

Weighted
Stock Average
Options Price
Ourstanding at December 31,2001 ......................... 2,097,645  $36.730
Granted .. ... ... 430,000 $35.851
Exercised . .. ... (20,350) $31.836
Forfeited ... ... .. i e (464,068) $39.251
Outstanding at December 31,2002 ......................... 2,043,227  $36.021
Granted . ... — —
Exercised . . ... e — —
Forfeited . ... ... ... . . . . (633,126) $34.768
Outstanding at December 31,2003 ............ ... ... ....... 1,410,101  $36.384
Granted ... ... 5,879,421  $13.477
Exercised . ......... (17,000) $13.350
Forfeited ....... ... . . e (1,158,748) $25.344

Outstanding at December 31,2004 ......................... 6,113,774  $16.558
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The following table summarizes the stock options outstanding at December 31, 2004:

Options Outstanding Options Exercisable
Weighted Average
Number Weighted Average
Qutstanding at Remaining Shares Exercisable  Exercise Price at
Range of Exercise Prices 12/31/04 Contractual Term  Exercise Price at 12/31/04 12/31/04
$10.00-%$1499 .......... 5,214,380 9.17 $13.482 764,799 $13.350
$15.00-%1999 .......... 10,000 9.92 $19.240 — —
$20.00-3%2499 .......... 45,000 7.61 $20.872 — —
$25.00-$29.99 .......... — — — — —
$30.00-%3499 ... ... ... 549,117 4.92 $31.546 549,117 $31.546
$35.00-%$3999 ... ........ 23,800 6.70 $38.959 23,800 $38.959
$40.00-%4499 .......... 256,477 5.93 $42.324 256,477 $42.324
$45.00-3%4999 ... ... ... 15,000 6.24 $46.260 15,000 $46.260
Total .............. 6,113,774 8.63 $16.558 1,609,193 $24.863

During 2004, Allegheny adopted a Non-Employee Director Stock Plan, under which each non-employee
director receives, subject to the director’s election to defer his or her receipt, up to 1,000 shares of AE’s common
stock for services performed during a calendar quarter. AE’s Board of Directors set the 2004 quarterly
compensation of each non-employee director at 800 shares of AE’s common stock. A maximum of 300,000
shares of AE’s common stock, subject to adjustments for stock splits, combinations, recapitalizations, stock
dividends or similar changes in stock, may be issued under this plan. During 2004, AE issued 14,400 shares
under this plan, and the directors deferred an additional 11,200 shares pursuant to the terms of the plan. During
2004, Allegheny recognized $0.4 million of expense for this plan.
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NOTE 19: RECONCILIATION OF BASIC AND DILUTED SHARES

The following table provides a reconciliation of the numerators and the denominators for the basic and
diluted per share computations:

(In millions, except per share data) 2004 2003 2002
Basic Loss per Share:
Numerator:
Income (loss) from continuing operations, net of tax ... ... $ 129.7 $ (308.9) $ (465.8)
Loss from discontinued operations, netof tax ........... (440.3) (25.3) (36.4)
Cumulative effect of accounting changes, netof tax ...... — (20.8) (130.5)
Net1OSS o oo v et e $ (310.6) $ (355.0) $ (632.7)
Denominator:
Weighted average common shares outstanding .......... 129,485,679 126,848,253 125,657,979
Basic Loss per Share:
Income (loss) from continuing operations, netof tax ...... $ 1.00 $ (2.44) $ 3.71)
Loss from discontinued operations, netof tax ........... (3.40) 0.20) (0.29)
Cumulative effect of accounting changes, net of tax ...... — (0.16) (1.04)
NEt 0SS vt e $ (2.40) $ (2.80) $ (5.04)
Diluted Loss per Share:
Numerator:
Income (loss) from continuing operations, net of tax . ... .. $ 1297 $ (308.9) § (465.8)
Interest expense on convertible securities, net of tax .. .... 24.7 — —
Income (loss) from continuing operations, net of tax after
IMEEIESE .« ottt et e 154.4 (308.9) (465.8)
Loss from discontinued operations, netoftax ........... (440.3) (25.3) (36.4)
Cumulative effect of accounting changes, netof tax ...... — (20.8) (130.5)
Net oSS .ottt $ (285.9) % (355.0) % (632.7)
Denominator:
Weighted average common shares outstanding .......... 129,485,679 126,848,253 125,657,979
Effect of dilutive securities:
Stock Options . ... .ot 355,983 — —
Performanceshares . ... ... . i 85,235 — % —*
Non-employee stock awards . ............. ... ... .... 2,800 — —
Stock Units . ... oo 1,561,993 — —
Convertible securities .......... .., 25,000,000 — % —
Totalshares . .........co i i 156,491,690 126,848,253 125,657,979
Diluted Loss per Share:
Income (loss) from continuing operations, net of tax .......... $ 099 § (2.44) $ 3.71)
Loss from discontinued operations, netoftax ............... (2.82) 0.20) (0.29)
Cumulative effect of accounting changes, netoftax .......... — (0.16) (1.04)
Nt 088 oot e $ (1.83) $ (2.80) $ (5.04)

* The table below shows the following anti-dilutive shares not included above:

25,145,768 152,726

2004 2003 2002
Performance shares .............. ...t iinn.. — 145,768 152,726
Convertible SeCUITtES . ... vt i e i — 25,000,000 —
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NOTE 20: REGULATORY ASSETS AND LIABILITIES

Certain of Allegheny’s regulated operations are subject to the provisions of SFAS No. 71. Regulatory assets
represent probable future revenues associated with deferred costs that are expected to be recovered from
customers through the rate-making process. Regulatory liabilities represent probable future reductions in
revenues associated with amounts that are to be credited to customers through the rate-making process.
Regulatory assets and regulatory liabilities reflected in the Consolidated Balance Sheets at December 31 relate
to:

(In millions) 2004 2003
Regulatory assets, including current portion:
TNCOME TAXES .« .ttt vttt ettt ettt ettt et e e e e $325.5  $338.5
Pennsylvania stranded costrecovery ........... .. .. i 122.0 155.3
Pennsylvania Competitive Transition Charge (“CTC”) reconciliation . . ... .. 84.2 70.5
Unamortized loss onreacquireddebt . ......... .. .. ... ... .. ... L 393 342
Deferred energy costs . ... o — 28.8
10 11 T 29.5 191
Subtotal . ... .. 600.5 646.4
Regulatory liabilities, including current portion:
Non-legal asset removal costs . ......... .. i 404.1 386.4
TNCOME LAXES . .ottt et et e e e e e e e 498 49.5
ORI ..o — 2.5
Subtotal ... 453.9 4384
NEt TEGUIALOTY @SSETS . . . vttt $146.6  $208.0

Income Taxes, Net

In certain jurisdictions, deferred income tax expense is not permitted as a cost in the determination of rates
charged to customers. In these jurisdictions a deferred income tax liability is recorded with an offsetting
regulatory asset. The income tax regulatory asset represents amounts that will be recovered from customers when
the temporary differences are reversed and the taxes paid. These deferred income taxes relate to temporary
differences involving regulated utility property, plant and equipment and the related provision for depreciation.
No return is allowed on the regulatory asset for income taxes.

Pennsylvania Stranded Cost Recovery

In 1998, Allegheny recorded a regulatory asset for Pennsylvania stranded cost recovery, representing the
portion of transition costs determined by the Pennsylvania PUC to be recoverable by West Penn under its
deregulation plan. The CTC regulatory asset is being recovered over the transition period that will end in 2008.
CTC rates include return on, as well as recovery of, transition costs.

Pennsylvania CTC Reconciliation

The Pennsylvania PUC authorized West Penn to defer the difference between authorized and billed CTC
revenues, with an 11% return on the deferred amounts, for future full and complete recovery. The amount of
under-recovery of CTC during the transition period, if any, will be determined at the end of the transition period,
which extends through 2008. On an annual basis, the Pennsylvania PUC has approved the amount of CTC
reconciliation recorded as a regulatory asset by Allegheny.
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See Note 14, “Accounting for the Effects of Price Regulation,” for a discussion regarding Monongahela and

Potomac Edison’s reapplication of the provisions of SFAS No. 71 to their West Virginia generation assets in the
first quarter of 2003.

See Note 11, “Asset Retirement Obligations,” for a discussion of a regulatory liability identified in
conjunction with the application of a new accounting pronouncement.

NOTE 21: FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amounts and estimated fair values of long-term debt, including long-term debt due within one
year and preferred stock of a subsidiary, at December 31, were as follows:

2004 2003
Carrying Fair Carrying Fair
(In millions) Amount Value Amount Value
Long-termdebt ........ ... .. . . .. . $4.9259 $54455 $5,672.3 $5,761.7
Preferred stock of subsidiary (all series) ....................... $ 740 $ 676 $ 740 $ 55.0

The above table excludes long-term debt with a carrying amount of $86.7 million and a fair value of $95.1
million related to liabilities associated with assets held for sale at December 31, 2004.

The fair value of the long-term debt was estimated based on actual market prices or market prices of similar
issues. The fair value of preferred stock is based on quoted market prices. The carrying amounts of cash
equivalents and short-term debt approximate the fair values of these financial instruments because of the short
maturities of those instruments.

NOTE 22: JOINTLY OWNED ELECTRIC UTILITY PLANTS

Certain of AE’s subsidiaries jointly own electric generation facilities. AE’s subsidiaries record their
proportionate share of operating costs, assets and liabilities related to these generation facilities in the
corresponding lines in the Consolidated Financial Statements.

In addition, AGC jointly owns the Bath County generation station with a non-affiliated third party. AGC’s
investment and accumulated depreciation in the Bath County generation station jointly owned with a third party,
at December 31 were as follows:

(Dollars in millions) 2004 2003
Utility plant inVeStMent . . .. ..ottt $829.5  $830.3
Accumulated depreciation . .............. .. .. $303.7  $295.1
OWRership %o . . ..o vt 40% 40%
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NOTE 23: OTHER INCOME AND EXPENSES, NET

Other income and expenses, net represent non-operating income and expenses before income taxes. The
following table summarizes Allegheny’s other income and expenses, net, for 2004, 2003 and 2002:

(In millions) 2004 2003 2002
Reapplication of SFASNo. 71 ... ..o $— $ 758 $ —
Gainonlandsales ..... ... it 9.7 13.2 22.4
Impairment charges related to unregulated investments .............. (1.9 — 44.7)
Impairment charges related to certain assets ....................... Ry — —
Lossonsale of Fellon-McCord .. ........... ... ... on... — — (20.2)
Loss on sale of Alliance Energy Services . ............... ... ... — — (11.3)
Interest and dividend income .......... ... .. .. . . . 6.5 10.5 43
Coal brokering income, net . ............ .. i i 2.1 1.8 0.7
Life insurance proceeds . ....... ...t e — — 29
Storm restoration, NEL . . ... ottt e 1.9 — —
PremiUm SEIVICES . oottt ettt ettt e e 39 3.6 53
Other 4.4 1.1 (7.3)
Total other income and (expenses), NEL . ............oovrreeernn.n. $24.5 $106.0 $(47.4)

NOTE 24: QUARTERLY FINANCIAL INFORMATION (Unaudited)

2004 Quarter Ended 2003 Quarter Ended
December September  June March December September  June March

(In millions, except per share data) 2004 2004 2004 2004 2003 2003 2003 2003
Total operating revenues .......... $688.5 $723.3 $608.9 $735.4 $666.6 $603.2 $319.3 $593.2
Operating income (loss) .......... $231.2 $159.1 $ 30.2 $168.7 $1243 $ 29.0 $(281.6) $(68.1)
Income (loss) from continuing

operations ................... $ 812 $ 50.7 $(32.8)$ 306 $ (5.7) $(46.8) $(220.7)$(35.7)
(Loss) income from discontinued

operations,net . ............... (8.8) (427.5) (6.7 2.7 (8.0) 4.2) (10.8) (2.3)
Cumulative effect of accounting

changes,net (1) ......... ...... — — — — — — — (20.8)
Netincome (loss) ................ $ 724 3$(376.8) $(39.5) % 33.3 $(13.7) $(51.0) $(231.5)$(58.8)
Basic earnings (loss) per share:
Income (loss) from continuing

operations (2) . ................ $0359 $ 040 $0.26)% 024 $(0.05) $(0.37) $ (1.74) $(0.28)
(Loss) income from discontinued

operations, net(2) ............. (0.06) (3.36) (0.05) 0.02 (0.06) (0.03) (0.08) (0.02)
Cumulative effect of accounting

changes,net (1) ............... — — —_ — — — — (0.16)
Net income (loss) (2) ............. $ 053 $(296) $(0.31)% 0.26 $(0.11) 3$(0.40) $ (1.82) $(0.46)
Diluted earnimngs (loss) per share:
Income (loss) from continuing

operations (2) . ................ $ 053 §$ 037 $(0.26)% 023 3$(0.05) $(037) $ (1.74) $(0.28)
(Loss) income from discontinued

operations, net (2) ............. (0.05) 277) (.05 002 (0.06) 0.03) (0.08) (0.02)
Cumulative effect of accounting

changes,net (1) ............... — — — — — — — (0.16)
Netincome (loss) (2) ............. $ 048 $ (240) $(03D)% 025 $(0.11) $(0.40) $ (1.82)3$(0.46)
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(1) Results for the first quarter of 2003 include a cumulative effect of accounting changes for the adoption of
SFAS No. 143 and EITF 02-3
(2) Amounts may not total to year to date results.

NOTE 25: GUARANTEES AND LETTERS OF CREDIT
Guarantees

At December 31, 2004, Allegheny and its subsidiaries provided guarantees, either directly or indirectly, of
$27.3 million for contractual obligations of affiliated companies. Allegheny does not carry any amounts as
liabilities on its Consolidated Balance Sheets for its obligations with respect to $18.2 million of the $27.3 million
in guarantees. This does not include approximately $11.7 million of aggregate letters of credit discussed below.
Under the terms of the guarantees, Allegheny would be required to perform should an affiliate be in default of its
obligation, generally for an amount not to exceed the amount of the guarantee. The terms of these guarantees
coincide with the terms of the underlying agreements.

Of the $18.2 million in guarantees for which liabilities are not recorded, approximately $3.6 million relates
to guarantees associated with the purchase, sale, exchange or transportation of wholesale natural gas, electric
power and related services, $9.9 million relates to loans and other financing related guarantees and $4.7 million
relates to a lease agreement that was signed in 2001.

Effective January 1, 2003, Allegheny began recording, as liabilities at their fair value, all guarantees issued
or modified after that date. As of December 31, 2004, Allegheny’s Consolidated Balance Sheet reflected
liabilities for $9.1 million of the total $27.3 million in outstanding guarantees. The $9.1 million in guarantees
recorded as liabilities were issued by AE Supply in connection with the sale of the CDWR contract and related
hedge transactions and the performance of a put option issued in connection with an asset sale.

Letters of Credit

The New AE Facility includes a $200 million revolving credit sub-facility, of which $100 million is
available for the issuance of letters of credit. Allegheny incurs fees associated with letters of credit comprised of
a fronting fee of 0.35% and an additional annual fee of 2.5% to 3.0% on the face amount of outstanding letters of
credit, depending on AE’s then current credit rating as provided by S&P and Moody’s. There were $11.5 miillion
of outstanding letters of credit drawn against the revolving credit facility at December 31, 2004.

AE has one letter of credit outstanding under the New AE Facility for $2.0 million, which expires in
September 2005. Potomac Edison has two letters of credit outstanding for an aggregate amount of approximately
$9.7 million. Of this amount, $9.5 million was issued under the New AE Facility to support an energy
conservation contract. This letter of credit expires in July 2005. The remaining $0.2 million represents a letter of
credit issued by a bank that is not a lender under the New AE Facility to support a property purchase. This letter
of credit, which was not collateralized, expired in the first quarter of 2005. AE Supply, Monongahela and AGC
did not have any letters of credit outstanding as of December 31, 2004.

AE Supply’s $13.9 million of letters of credit outstanding at September 30, 2004 were released during the
fourth quarter as a result of reduced exposure related to an interest rate swap and the sale of the Lincoln
Generation Facility.
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NOTE 26: VARIABLE INTEREST ENTITIES

Allegheny adopted FASB’s Interpretation No. 46 (Revised December 2003) “Consolidation of Variable
Interest Entities” (“FIN 46R”), as of March 31, 2004. FIN 46R requires Allegheny to consolidate entities or
contracts that represent a variable interest in a variable interest entity (“VIE”) if Allegheny is determined to be
the primary beneficiary of the VIE.

Under FIN 46R, Allegheny consolidated Hunlock Creek Energy Ventures, LLC (“Hunlock Creek™) as of
March 31, 2004. This entity operates two plants that produce and sell electricity to Allegheny and a third party.
The consolidation resulted in an increase in total assets as of March 31, 2004 of $16.5 million. Consolidation of
this entity had no impact on Allegheny’s net income or stockholders’ equity.

West Penn and Potomac Edison each has a long-term electricity purchase contract with an unrelated
independent power producer (“IPP”) that represents a variable interest under FIN 46R. Allegheny continues to
pursue, but has been unable to obtain, certain information from the IPPs necessary to determine if the related
VIEs should be consolidated under FIN 46R.

West Penn and Potomac Edison purchased power for 2004 from these two IPPs in the amount of $47.3
million and $93.6 million, respectively. West Penn recovers a portion, and Potomac Edison recovers the full
amount, of the cost of the applicable power contract in their rates charged to consumers. Neither West Penn nor
Potomac Edison is subject to any risk of loss associated with the applicable VIE, because neither of them has any
obligation to the applicable IPP other than to purchase the power that the VIE produces according to the terms of
the applicable electricity purchase contract.

NOTE 27: COMMITMENTS AND CONTINGENCIES
Construction and Capital Program

The subsidiaries have entered into commitments for their capital programs for which expenditures are
estimated to be $291.2 million for 2005 and $378.5 million for 2006. Capital expenditure levels in 2006 and
beyond will depend upon, among other things, the strategy eventually selected for complying with Phase Il of the
Clean Air Act Amendments of 1990 and the extent to which environmental initiatives currently being considered
become mandated. See “Environmental Matters and Litigation—Clean Air Act Matters” below.

Environmental Matters and Litigation

Allegheny is subject to various laws, regulations and uncertainties as to environmental matters. Compliance
may require Allegheny to incur substantial additional costs to modify or replace existing and proposed equipment
and facilities that may adversely affect the cost of future operations.

Clean Air Act Matters:  Allegheny currently meets applicable standards for particulate matter emissions at
its generation stations through the use of high-efficiency electrostatic precipitators, cleaned coal, flue-gas
conditioning, optimization software, fuel combustion modifications and emission allowances and, at times,
through reduction of output. From time to time, minor excursions of stack emission opacity that are normal to
fossil fuel operations are experienced and accommodated by the regulatory process.

Allegheny meets current emission standards for sulfur dioxide (“SO,”) by using scrubbers, burning low-
sulfur coal, purchasing cleaned coal (which has lower sulfur content), blending low-sulfur coal with higher sulfur
coal and using emission allowances.
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Allegheny’s compliance with the Clean Air Act of 1970 (the “Clean Air Act”) has required, and may require
in the future, that Allegheny install of expensive post-combustion control technologies on many of its generation
stations.

The Clean Air Act mandates annual reductions of SO, and created a SO, emission allowance trading
program. AE Supply and Monongahela comply with current SO, emission standards through a system-wide plan
combining the use of emission controls, low sulfur fuel and emission allowances. Allegheny continues to study
the use of allowances, additional emission controls and low sulfur fuel to meet future SO, compliance
obligations. Allegheny estimates that it may purchase allowances for up to 50,000 tons for 2005 and an average
of approximately 100,000 tons per year for 2006 through 2008. Allegheny’s allowance needs, to a large extent,
are affected at any given time by the amount of output produced and the type of fuel used by its generation
facilities. Allegheny currently expects that its plan to increase its use of lower sulfur coal and implement other
environmental control improvements should reduce allowance purchase requirements over this time period.

In 1998, the EPA finalized its Nitrogen Oxide (“NOx”) State Implementation Plan (“SIP”) call rule (known
as the “NOx SIP call”), which addressed the regional transport of ground-level ozone and required the equivalent
of a uniform 0.15 Ib/mmBtu emission rate throughout a 22-state region, including Pennsylvania, Maryland and
West Virginia. Compliance with the NOx SIP call was required beginning in May 2004. Pennsylvania and
Maryland implemented their respective SIP call rules in May 2003. West Virginia’s SIP call rules were effective
as of May 2004.

AE Supply and Monongahela are completing installation of NOx controls to meet the Pennsylvania,
Maryland and West Virginia SIP calls. These NOx controls include selective catalytic reduction at the Harrison
and Pleasants generation stations and selective noncatalytic reduction at the Hatfield’s Ferry and Fort Martin
generation stations, as well as burner modifications at Mitchell generation station. The NOx compliance plan
functions on a system-wide basis, similar to the SO, compliance plan. AE Supply and Monongahela also have the
option, in some cases, to purchase alternate fuels or NOx allowances, if needed, to supplement their compliance
strategies. AE Supply estimates that its emission control activities, in concert with its inventory of banked
allowances, will facilitate its compl_iénce with NOx limits established by the SIP through 2008. Allegheny’s
allowance needs, to a large extent, are affected at any given time by the amount of output produced and the type
of fuel used by its generation facilities. Allegheny’s capital expenditure forecast includes the expenditure of $4.7
million of capital costs during the 2005 through 2007 period for NOx emission controls.

In August 2000, AE received a letter from the EPA requesting that it provide information and
documentation relevant to the operation and maintenance of the following ten electric generation stations, which
collectively include 22 generation units: Albright, Armstrong, Fort Martin, Harrison, Hatfield’s Ferry, Mitchell,
Pleasants, Rivesville, R. Paul Smith and Willow Island. AE Supply and Monongahela own these generation
stations. The letter requested information under Section 114 of the Clean Air Act to determine compliance with
the Clean Air Act and related requirements, including potential application of the New Source Review (“NSR”)
standards of the Clean Air Act, which can require the installation of additional air pollution control equipment
upon the major modification of an existing facility. AE provided responsive information to this and a subsequent
request. A meeting between the EPA and AE was held on July 16, 2003. At this time, AE is engaged in
discussions with the EPA with respect to environmental matters, including NSR issues.

Similar inquiries have been made of other electric utilities and have resulted in enforcement proceedings in
most cases. AE believes that its subsidiaries’ generation facilities have been operated in accordance with the
Clean Air Act and the rules implementing it. The experience of other energy companies, however, suggests that,

144




ALLEGHENY ENERGY, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

in recent years, the EPA has narrowed its view regarding the scope of the definition of “routine maintenance”
under its rules, thereby broadening the range of actions subject to compliance with NSR standards. Section 114
information requests concerning facility modifications are often followed by enforcement actions.

If NSR standards are applied to Allegheny’s generation stations, in addition to the possible imposition of
fines, compliance would entail significant expenditures. There are two federal district court decisions interpreting
the application of NSR standards to utilities, the Ohio Edison decision and the Duke Energy decision. The Ohio
Edison decision is favorable to the EPA. The Duke Energy decision supports the industry’s understanding of
NSR requirements. The final Routine Maintenance, Repair and Replacement Rule (“RMRR”) released by the
EPA is more consistent with the energy industry’s historical compliance approach. On December 24, 2003, the
U.S. Court of Appeals for the District of Columbia Circuit issued an order to stay the RMRR, which was
scheduled to go into effect on December 26, 2003. The stay delays implementation of the RMRR. At this time,
AE and its subsidiaries are not able to determine the effect that these actions may have on them.

On February 2, 2004, the EPA informed AE that it intended to provide the New York Attorney General,
pursuant to his request, certain records that AE provided to the EPA pursuant to its request under Section 114 of
the Clean Air Act. On April 23, 2004, the Pennsylvania Department of Environmental Protection (“PADEP”)
notified AE Supply that the PADEP had requested that the EPA provide it with these records.

On May 20, 2004, AE, AE Supply, Monongahela and West Penn received a Notice of Intent to Sue Pursuant
to Clean Air Act §7604 (the “Notice™) from the Attorneys General of New York, New Jersey and Connecticut
and from PADEP. The Notice alleged that Allegheny made major modifications to some of its West Virginia
facilities in violation of the Prevention of Significant Deterioration (“PSD”) provisions of the Clean Air Act at
the following coal-fired facilities: Albright Unit No. 3; Fort Martin Units No. 1 and 2; Harrison Units No. 1, 2
and 3; Pleasants Units No. 1 and 2 and Willow Island Unit No. 2. The Notice also alleged PSD violations at the
Armstrong, Hatfield’s Ferry and Mitchell generation stations in Pennsylvania and identifies PADEP as the lead
agency regarding those facilities. On September 8, 2004, AE, AE Supply, Monongahela and West Penn received
a separate Notice of Intent to Sue from the Maryland Attorney General that essentially mirrored the previous
Notice.

AFE Supply and Monongahela filed a declaratory judgment action against the Attorneys General of New
York, Connecticut and New Jersey in federal district court in West Virginia on January 6, 2005. This action
requests that the court declare that AE Supply’s and Monongahela’s coal-fired generation facilities in
Pennsylvania and West Virginia are in compliance with the Clean Air Act. The Attorneys General filed a motion
to dismiss the declaratory judgment action. If the action is dismissed based upon the their motion, the Attorneys
General may file an enforcement action against Allegheny in federal court in Pennsylvania. It is also possible that
the EPA and other state authorities may join in the current declaratory judgment action or, if it is dismissed, a
new action filed by the Attorneys General.

On February 16, 2005, Citizens for Pennsylvania’s Future, an environmental group, sued Allegheny in the
U.S. District Court for the Western District of Pennsylvania. The action alleges violations of operating limits and
particulate matter emission limits at the Hatfield’s Ferry generation facility.

Allegheny intends to vigorously pursue these matters but cannot predict their outcomes.

Comprehensive Environmental Response Compensation and Liability Act of 1980 (“CERCLA”)
Claim: On March 4, 1994, Monongahela and certain affiliated companies received notice that the EPA had
identified them as potentially responsible parties (“PRPs”) with respect to the Jack’s Creek/Sitkin Smelting
Superfund Site. Initially, approximately 175 PRPs were involved, however, the current number of active PRPs
has been reduced as a result of settlements with de minimis contributors and other contributors to the site. The
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costs of remediation will be shared by all past and active responsible parties. In 1999, a PRP group that included
Monongahela and certain affiliated companies entered into a consent order with the EPA to remediate the site. It
is currently estimated that the total remediation costs to be borne by all of the responsible parties will not exceed
$30.0 million. Monongahela has an accrued liability representing its estimated share of the remediation costs as
of December 31, 2004.

Claims Related to Alleged Asbestos Exposure: The Distribution Companies have been named as
defendants, along with multiple other defendants, in pending asbestos cases alleging bodily injury involving
multiple plaintiffs and multiple sites. These suits have been brought mostly by seasonal contractors’ employees
and do not involve allegations of either the manufacture, sale or distribution of asbestos-containing products by
Allegheny. These asbestos suits arise out of historical operations and are related to the installation and removal of
asbestos-containing materials at Allegheny’s generation facilities. Allegheny’s historical operations were insured
by various foreign and domestic insurers, including Lloyd’s of London. Asbestos-related litigation expenses have
to date been reimbursed in full by recoveries from these historical insurers, and Allegheny believes that it has
sufficient insurance to respond fully to the asbestos suits. Certain insurers, however, have contested their
obligations to pay for the future defense and settlement costs relating to the asbestos suits. Allegheny is currently
involved in two asbestos insurance-related actions, Certain Underwriters at Lloyd’s, London et al. v. Allegheny
Energy, Inc. et al., Case No. 21-C-03-16733 (Washington County, Md.), and Monongahela Power Company et
al. v. Certain Underwriters at Lloyd’s London and London Market Companies, et al., Civil Action No. 03-C-281
(Monongalia County, W.Va.). The parties in these actions are seeking an allocation of responsibility for historic
and potential future asbestos liability.

During the pendency of these actions, Allegheny will continue to receive payments from one of its insurance
companies in the amount of $625,000, payable on each of July 1, 2005 and 2006. During 2004 and 2003, Allegheny
received insurance recoveries of approximately $960,000 and $1.8 million, respectively, in connection with these
cases. Allegheny does not believe that the existence or pendency of either the asbestos suits or the actions involving
its insurance will have a material impact on its consolidated financial position, results of operations or cash flows.
Allegheny believes that it has established adequate reserves, net of insurance receivables and recoveries, to cover
existing and future asbestos claims. As of December 31, 2004, Allegheny had 1,504 open cases remaining.
Allegheny intends to vigorously defend against these actions but cannot predict their outcomes.

Other Litigation

Putative Class Actions Under California Statutes: Eight related putative ciass action lawsuits were filed
against and served on AE Supply and more than two dozen other named defendant power suppliers in various
California superior courts during 2002, These class action suits were removed from state court and transferred to
the U.S. District Court for the Southern District of California. Seven of the suits were commenced by consumers
of wholesale electricity in California. The eighth, Millar v. Allegheny Energy Supply Co., et al., was filed on
behalf of California consumers and taxpayers. The complaints allege, among other things, that AE Supply and
the other defendant power suppliers violated California’s antitrust statute and the California unfair business
practices statutes by manipulating the California electricity market. The suits also challenge the validity of
various long-term power contracts with the State of California, including the CDWR contract.

On August 25, 2003, the U.S. District Court granted AE Supply’s motion to dismiss the seven consumer
class actions with prejudice. On February 25, 2005, the United States Court of Appeals for the Ninth Circuit
affirmed the District Court’s judgment dismissing the seven class actions with prejudice.
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The District Court separately granted plaintiffs’ motion to remand in the eighth action, Millar, on July 9,
2003. On December 18, 2003, the plaintiffs filed an amended complaint in California state court, solely on behalf
of consumers, naming certain additional defendants, including The Goldman Sachs Group, Inc. (“Goldman
Sachs™). The case was removed to federal court based on the amended complaint. On January 11, 2005, the
federal district court remanded the case back to the state court.

Under the terms of the agreement relating to the sale of the CDWR contract, AE Supply and one of its
affiliates have agreed to indemnify Goldman Sachs and its affiliate J. Aron & Company, under certain
conditions, for any losses arising out of the class action litigation up to the amount of the purchase price. AE
Supply issued a guarantee to J. Aron & Company in connection with this indemnification obligation.

AE Supply intends to vigorously defend against these actions but cannot predict their outcomes.

Nevada Power Contracts: On December 7, 2001, Nevada Power Company (“NPC”) filed a complaint
with FERC against AE Supply seeking FERC action to modify prices payable to AE Supply under three trade
confirmations between Merrill Lynch and NPC. NPC’s claim was based, in part, on the assertion that
dysfunctional California spot markets had an adverse effect on the prices NPC was able to negotiate with Merrill
Lynch under the contracts. NPC filed substantially identical complaints against a number of other energy
suppliers. On December 19, 2002, the Administrative Law Judge (“ALJ”) issued findings that no contract
modification was warranted. The ALJ determined in favor of NPC that AE Supply, rather than Merrill Lynch,
was a proper subject of NPC’s complaint.

On June 26, 2003, FERC affirmed the ALJ’s decision upholding the long-term contracts negotiated between
NPC and Merrill Lynch, among others, and did not render a decision on whether AE Supply, rather than Merrill
Lynch, was the real party in interest. On November 10, 2003, FERC issued an order, on rehearing, affirming its
conclusion that the long-term contracts should not be modified. Snohomish County and other parties filed
petitions for review of FERC’s June 26, 2003 order with the U.S. Court of Appeals for the Ninth Circuit (the
“NPC Petitions”). On December 17, 2003, AE Supply filed a motion to intervene in this proceeding in the Ninth
Circuit. The Ninth Circuit heard oral argument in these cases on December 8, 2004. The NPC Petitions were
consolidated in the Ninth Circuit. AE Supply intends to vigorously defend against these actions but cannot
predict their outcomes.

Sierra/Nevada: On April 2, 2003, NPC and Sierra Pacific Resources, Inc. (together, “Sierra/Nevada’)
initiated a lawsuit in U.S. District Court in Nevada against AE and AE Supply, together with Merrill Lynch &
Co. and Merrill Lynch Capital Services, Inc. (together, “Merrill”). The complaint alleged that AE, AE Supply
and Merrill engaged in fraudulent conduct in connection with NPC’s application to the Public Utilities
Commission of Nevada (“The Nevada PUC”) for a deferred energy accounting adjustment, which allegedly
caused the Nevada PUC to disallow $180 million of NPC’s deferred energy expenses. Sierra/Nevada asserted
claims against AE and AE Supply for: (1) tortious interference with Sierra/Nevada’s contractual and prospective
economic advantages; (2) conspiracy and (3) violations of the Nevada state Racketeer Influenced and Corrupt
Organization (“RICC”) Act. Sierra/Nevada filed an amended complaint on May 30, 2003, which asserted a
fourth cause of action against AE and AE Supply for wrongful hiring and supervision. Sierra/Nevada seeks $180
million in compensatory damages plus attorneys’ fees and seeks in excess of $850 million under the RICO count.
AE and AE Supply filed motions to dismiss the complaints on May 6, 2003 and June 23, 2003. AE Supply
intends to vigorously defend against this action but cannot predict its outcome.

Litigation Involving Merrill Lynch: AE and AE Supply entered into an asset purchase agreement with
Merrill Lynch and affiliated parties in 2001, under which AE and AE Supply purchased Merrill Lynch’s energy
marketing and trading business for approximately $489 million and an equity interest in AE Supply of nearly 2%.
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The asset purchase agreement provided that Merrill Lynch would have the right to require AE to purchase Merrill
Lynch’s equity interest in AE Supply for $115 million plus interest calculated from March 16, 2001 in the event
that certain conditions were not met.

On September 24, 2002, certain Merrill Lynch entities filed a complaint against AE in the U.S. District
Court for the Southern District of New York, alleging that AE breached the asset purchase agreement by failing
to repurchase the equity interest in AE Supply from Meitill Lynch and seeking damages in excess of $125
million. On September 25, 2002, AE and AE Supply filed an action against Merrill Lynch in New York state
court. The complaint in that action alleged that Merrill Lynch fraudulently induced AE to enter into the purchase
agreement and that Merrill Lynch breached certain representations and warranties contained in the agreement.

On May 29, 2003, the U.S. District Court for the Southern District of New York denied AE’s motion to stay
Merrill Lynch’s action and ordered that AE and AE Supply assert their claims against Merrill Lynch, which were
initially brought in New York state court, as counterclaims in Merrill Lynch’s federal court action. As a result,
AE and AE Supply dismissed the New York state action and filed an answer and asserted affirmative defenses
and counterclaims against Merrill Lynch in the U.S, District Court for the Southern District of New York. The
counterclaims, as amended, allege that Merrill Lynch fraudulently induced AE and AE Supply to enter into the
purchase agreement, that Merrill Lynch breached certain representations and warranties contained in the
purchase agreement, that Merrill Lynch negligently misrepresented certain facts relating to the purchase
agreement and that Merrill Lynch breached fiduciary duties owed to AE and AE Supply. The counterclaims seek
damages in excess of $605 million, among other relief.

On November 24, 2003, the court dismissed AE and AE Supply’s counterclaim for rescission and struck
their demand for a jury trial. AE and AE Supply’s counterclaims for fraudulent inducement, breach of contract,
negligent misrepresentation, breach of fiduciary duty and their request for punitive damages with respect to
certain counterciaims remains in place.

On February 2, 2005, the parties filed separate motions for summary judgment, which were opposed and
have been fully briefed. The trial has been scheduled for May 2005.

The federal government is holding certain assets of Daniel L. Gordon, the former head of energy trading for
AE Supply. Both AE and Merrill Lynch have filed petitions with the U.S. District Court for the Southern District
of New York claiming rights to the funds. On August 13, 2004, the U.S. Attorney filed a motion to dismiss the
petitions filed by AE and Merrill Lynch on the grounds that neither AE nor Merrill Lynch had an interest in the
specific property seized by the government at the time Gordon committed his offense. On September 30, 2004,
AE filed an opposition to the government’s motion to dismiss.

AE and AE Supply intend to vigorously pursue these matters but cannot predict their outcomes.

Putative Shareholder, Benefit Plan Class Actions and Derivative Action: From October 2002 through
December 2002, plaintiffs claiming to represent purchasers of AE’s securities filed 14 putative class action
lawsuits against AE and several of its former senior managers in U.S. District Courts for the Southern District of
New York and the District of Maryland. The complaints alleged that AE and senior management violated federal
securities laws when AE purchased Merrill Lynch’s energy marketing and trading business with the knowledge
that the business was built on illegal wash or round-trip trades with Enron, which the complaints alleged
artificially inflated trading revenue, volume and growth. The complaints asserted that AE’s fortunes fell when
Enron’s collapse exposed what plaintiffs claim were illegal trades in the energy markets. All of the securities
cases were transferred to the District of Maryland and consolidated. The plaintiffs filed an amended complaint on
May 3, 2004 that alleged that the defendants violated federal securities laws by failing to disclose weaknesses in
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Merrill Lynch’s energy marketing and trading business, as well as other internal control and accounting
deficiencies. The amended complaint seeks unspecified compensatory damages and equitable relief. On July 2,
2004, the defendants moved to dismiss the amended complaint. Plaintiffs have opposed the motion and it remains
outstanding.

In February and March 2003, two putative class action lawsuits were filed against AE in U.S. District
Courts for the Southern District of New York and the District of Maryland. The suits alleged that AE and a senior
manager violated the Employee Retirement Income Security Act of 1974 (“ERISA”) by: (1) failing to provide
complete and accurate information to plan beneficiaries regarding the energy trading business, among other
things; (2) failing to diversify plan assets; (3) failing to monitor investment alternatives; (4) failing to avoid
conflicts of interest and (5) violating fiduciary duties. The ERISA cases were consolidated in the District of
Maryland. On April 26, 2004, the plaintiffs in the ERISA cases filed an amended complaint, adding a number of
current and former directors of AE as defendants and clarifying the nature of their claims. On June 25, 2004, the
defendants filed a motion to dismiss the amended complaint. Plaintiffs have opposed the motion and it remains
outstanding.

In June 2003, a sharcholder derivative action was filed against AE’s Board of Directors and several former
senior managers in the Supreme Court of the State of New York for the County of New York. The suit alleges
that the Board and senior management breached fiduciary duties to AE that have exposed AE to the securities
class action lawsuits. The derivative action has been stayed pending the commencement of discovery in the
securities cases.

AE intends to vigorously defend against these actions but cannot predict their outcome.

Suits Related to the Gleason Generating Facility:  Allegheny Energy Supply Gleason Generating Facility,
LLC, a subsidiary of AE Supply, is the defendant in a suit brought in the Circuit Court for Weakley County,
Tennessee, by residents living in the vicinity of the generation facility in Gleason, Tennessee. The original suit
was filed on September 16, 2002. AE Supply purchased the generation facility in 2001. The plaintiffs are
asserting claims based on trespass and/or nuisance, claiming personal injury and property damage as a result of
noise from the generation facility. They seek a restraining order with respect to the operation of the plant and
damages of $200 million. A mediation session was held on June 17, 2004, but the parties did not reach
settlement. AE has undertaken property purchases and other mitigation measures. AE intends to vigorously
defend against this action but cannot predict its outcome.

AE Supply has demanded indemnification from Siemens Westinghouse, the manufacturer of the turbines
used in the Gleason Generating Facility, pursuant to the terms of the related equipment purchase agreement. On
October 17, 2002, Siemens Westinghouse filed a declaratory judgment action in the Court of Common Pleas of
Allegheny County, Pennsylvania, against AE Supply and its subsidiary seeking a declaration that the prior owner
released Siemens Westinghouse from this liability through a release executed after AE Supply purchased the
Gleason facility. On May 6, 2004, AE Supply filed a motion for summary judgment to dismiss the declaratory
judgment action. The motion for summary judgment was granted on September 7, 2004. On October 6, 2004,
Siemens Westinghouse appealed the dismissal of the declaratory judgment action. Allegheny intends to
vigorously defend against this action but cannot predict its outcome.

SEC Matters: On October 9, October 25 and November 5, 2002, AE received subpoenas from the SEC.
The subpoenas principally concerned: (1) the departure of Daniel L. Gordon; (2) AE’s litigation with Merrill
Lynch; (3) AE Supply’s valuation and management of its trading business; (4) AE’s November 4, 2002 press
release concerning iis financial statements; (5) the departure of AE’s and its subsidiaries’ Controller, Thomas
Kloc, in June 2002 and (6) AE’s acquisition of power plants from Enron. AE and AE Supply responded to the
subpoenas.
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On January 16, 2004, the SEC requested that AE voluntarily produce certain documents in connection with
an informal investigation of AE, and the SEC has since requested the voluntary production of additional
documents. AE has responded to the SEC’s request for documents. The SEC also has taken testimony from
several current and former employees and has expressed an intention to take testimony from several additional
current and former employees. AE is cooperating fully with the SEC.

EPMI Adversary Proceeding: AE Supply and Enron Power Marketing, Inc. (“EPMI”) were involved in
an adversary proceeding, which EPMI filed on May 9, 2003. Following mediation, a settlement was reached
resolving all outstanding issues and a settlement agreement was executed and filed with the Bankruptcy Court for
its approval. The Bankruptcy Court approved the settlement on December 2, 2004 and dismissed EPMI’s
complaint with prejudice on December 16, 2004.

LTI Arbitration: On April 22, 2004, Leasing Technologies International, Inc. and its shareholders
(collectively, “LTI”) filed a demand for arbitration against Allegheny Ventures and AE before the American
Arbitration Association. In December 2000, Allegheny Ventures entered into an agreement to acquire LTI, an
equipment leasing company. Allegheny Ventures terminated the agreement on May 4, 2003. LTI alleges that the
termination of the agreement was unjustified and seeks damages in an unspecified amount for breach of the
agreement, as well as other consequential damages. On June 11, 2004, AE and Allegheny Ventures filed an
answer to LTT’s demand, denying all claims. The arbitration hearing is scheduled to begin on May 16, 2005.
Allegheny intends to vigorously defend against these actions, but cannot predict their outcome.

Ordinary Course of Business: The registrants are from time to time involved in litigation and other legal
disputes in the ordinary course of business. Each registrant is of the belief that there are no other legal
proceedings that could have a material adverse effect on its business or financial condition.

Leases

Allegheny has capital and operating lease agreements with various terms and expiration dates, primarily for
vehicles, computer equipment and communication lines.

Total capital and operating lease rent payments of $28.4 million, $33.6 million and $36.7 million were
recorded as rent expense in 2004, 2003 and 2002, respectively, in accordance with SFAS No. 71. Allegheny’s
estimated future minimum lease payments for capital and operating leases, including those related to
discontinued operations, with annual payments exceeding $100,000 and initial or remaining lease terms in excess
of one year are:

Present
Less: value of net
amount minimum
representing capital lease
(In millions) 2005 2006 20067 2008 2009 Thereafter Total interest and fees payments
Capital Leases ......... $12.7 $11.8 $11.3 $4.7 $04 8§ 0.7 $41.6 $7.5 $34.1
Operating Leases ....... $71 $43 $34 $32 $32 $20.8 $42.0 $— $—

The carrying amount of assets recorded under capitalized lease agreements included in “Property, plant and
equipment, net” at December 31, consisted of the following:

(In millions) 2004 2003

EqQUIPMEnt .. ... $33.6 %436
Building . . ... . 0.5 0.5
Property held under capital leases . ..............c.cviviiiiinnn... $34.1 $44.1
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In November 2001, AE Supply entered into an operating lease to finance construction of a 630 MW
generation facility in St. Joseph County, Indiana. As of December 31, 2002, AE Supply recorded the facility on
its Consolidated Balance Sheet as a result of lessor reimbursement for construction expenditures. As a result, AE
Supply recorded approximately $415.5 million of debt related to this obligation, including costs associated with
terminating the project, on its Consolidated Balance Sheet at December 31, 2002. In February 2003, AE Supply
purchased the project by assuming $380.0 million of the lessor’s long-term debt (the “A-Notes™) and paying an
additional $35.5 million. See Note 3, “Capitalization,” for additional information. Following the purchase of the
facility, Allegheny terminated the project resulting in a write-off of $192.0 million, before income taxes ($118.4
million, net of income taxes).

In April 2001, AE Supply entered into an operating lease structured to finance the purchase of turbines and
transformers. In November 2001, some of the equipment was used for the St. Joseph generation project. In May
2002, AE Supply terminated the lease and the remainder of the equipment was purchased by an unconsolidated

joint venture that placed an 88 MW generation facility in southwest Virginia into commercial operation in June
2002.

In November 2000, AE Supply entered into an operating lease to finance construction of a 540 MW
generation facility in Springdale, Pennsylvania. In February 2003, AE Supply purchased the facility for $318.4
million financed with debt. See Note 3, “Capitalization,” for additional information. The facility went into
commercial operation in July 2003.

PURPA

Under PURPA, electric utility companies, such as Allegheny’s regulated utility subsidiaries, are required to
interconnect with, provide back-up electric service to and purchase electric capacity and energy from qualifying
power production and cogeneration facilities that satisfy the eligibility requirements for PURPA benefits
established by FERC. The appropriate state public service commission or legislature establishes the rates paid for
electric energy purchased from qualifying facilities.

Allegheny’s regulated utilities are committed to purchasing the electrical output from 479 MW of qualifying
PURPA capacity. Payments for PURPA capacity and energy in 2004, 2003 and 2002 totaled $198.7 million,
$216.8 million and $205.0 million, respectively, before amortization of West Penn’s adverse power purchase
commitment. The amount for 2003 excludes a contractually required payment from a hydroelectric facility that
supplies power to Monongahela. The average cost of these power purchases was approximately 5.2, 5.6 and 5.6
cents per kilowatt-hour for 2004, 2003 and 2002, respectively.

The table below reflects Allegheny’s estimated commitments for energy and capacity purchases under
PURPA contracts as of December 31, 2004, by entity. Actual values can vary substantially depending upon
future conditions.

Monongahela West Penn Potomac Edison
(In millions, except MWh) MWh Amount MWh Amount MWh Amount
2005 ... 1,302,552 $ 568 1,114,100 § 51.1 1,450,656 § 96.2
2006 ...l 1,302,552 $ 572 1,114,100 $ 526 1,450,656 $ 97.5
2007 ... 1,302,552  $ 575 1,114,100  § 542 1,450,656 $§ 989
2008 ... 1,305,468 $ 579 1,116,920 $ 557 1,454,630 $ 100.6
2009 ...l 1,302,552  $ 579 1,114,100 $ 573 1,450,656 $ 101.8
Thereafter ........... 24,981,734  $1,167.8 9,298,315 $486.7 29,153,880 $2,1194
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Fuel Purchase and Transportation Commitments

Allegheny has entered into various long-term commitments for the procurement and transportation of fuel
(primarily coal and lime) to supply its generation facilities. In most cases, these contracts contain provisions for
price escalations, minimum purchase levels and other financial commitments. Allegheny’s fuel consumed in .
electric generation was $614.4 million, $592.0 million and $576.6 million in 2004, 2003 and 2002, respectively.
In 2004, Allegheny purchased approximately 50% of its fuel from one vendor. Total estimated long-term fuel
purchase and transportation commitments (primarily coal and lime), excluding commitments related to assets
held for sale of $217.0 million, at December 31, 2004, were as follows, by entity and in total:

(I_nmil_limis) AE Supply Monongahela Total

2005 L e e e $ 4331 $117.3 $ 550.4
2006 . 269.5 69.3 338.8
2007 e e 162.8 38.8 201.6
2008 34.2 5.8 40.0
2000 . e 34.6 6.0 40.6
Thereafter . ... ... e 92.1 0.8 92.9
Total .o e $1,026.3 $238.0 $1,264.3

Southern Mississippi Electric Power Association (“SMEPA”) Agreement

In December 2001, an indirect subsidiary of AE entered into an agreement to provide design, construction
and installation services for seven natural gas-fired turbine generators for SMEPA. The seven units, with a
combined output of approximately 450 MW, will be located at three sites in southern Mississippi. The units will
be owned by SMEPA. Construction started in May 2002, and installation of all of the units is expecied to be
completed by May 2006. The agreement allows for liquidated damages, for a maximum of $10 million, in the
event the indirect subsidiary fails to meet specified delivery dates or the generators fail to meet specified
performance requirements.

UGI Put Option

Through its wholly owned subsidiary, AE Supply Hunlock Creek LLC, Allegheny owns a 50% partnership
interest in Hunlock Creek. UGI Hunlock Development Company (“UGI”) also owns a 50% interest in Hunlock
Creek. Hunlock Creek owns a 48 MW coal-fired generation facility and a 44 MW gas-fired combustion turbine.
On March 31, 2004, Allegheny consolidated Hunlock Creek under the provisions of FIN 46R. See Note 26,
“Variable Interest Entities,” for additional information.

UGI holds a put option under which it can require AE Supply Hunlock Creek, LLC to purchase its 50%
interest in either the coal-fired facility, gas-fired combustion turbine or both. The option can be exercised for a
period of 90 days beginning on January 1, 2006.

NOTE 28: 2002 COMPREHENSIVE FINANCIAL REVIEW

During 2002, Allegheny identified certain errors in its financial reporting. In light of this fact and
Allegheny’s prior restatements of reports filed with the SEC, Allegheny initiated a comprehensive review of its
financial processes, records, and internal controls to ensure that its then current and prior financial statements
were fairly presented in accordance with GAAP.

As a result of this accounting review, Allegheny identified, prior to closing its books for 2002, various
errors relating to the financial statements for prior years. Except for certain classification adjustments to the
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Consolidated Balance Sheet as of December 31, 2001, Allegheny’s management concluded that these errors were
not material, either individually or in the aggregate, to the current year or any prior years’ financial statements.
Accordingly, prior years’ financial statements were not restated, except for the Consolidated Balance Sheet as of
December 31, 2001. These errors were corrected in 2002 and resulted in an increase in Allegheny’s 2002 net loss
by approximately $20.1 million, net of income taxes.

The summary of these various errors are reflected in the following table, which demonstrates the effect on
(loss) income from continuing operations, loss from discontinued operations and net (loss) income:

(In millions) 2002 2001
(Loss) income from continuing operations—as reported .................... $(465.8) $458.4
(Loss) income from continuing operations—as if adjusted ... ................ $(449.2) 34693
Loss from discontinued operations—as reported ............ . ... ... ... $ 364 $ (9.2)
Loss from discontinued operations—as ifadjusted . ........................ $ (32.9) $(12.3)
Net (loss) income—as reported .. ... ...t $(632.7) $417.8
Net (loss) income—as if adjusted ... ...... ..ot $(612.6) $403.8
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
of Allegheny Energy, Inc.

We have completed an integrated audit of Allegheny Energy, Inc.’s 2004 consolidated financial statements
and of its internal control over financial reporting as of December 31, 2004 and audits of its 2003 and 2002
consolidated financial statements in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements and financial statememnt schedules

In our opinion, the accompanying consolidated balance sheets and consolidated statements of capitalization
and the related consolidated statements of operations, stockholders’ equity, cash flows and comprehensive loss
present fairly, in all material respects, the financial position of Allegheny Energy, Inc. and its subsidiaries (the
“Company”) at December 31, 2004 and 2003, and the results of their operations and their cash flows for each of
the three years in the period ended December 31, 2004 in conformity with accounting principles generally
accepted in the United States of America. In addition, in our opinion, the financial statement schedules listed in
Item 15 present fairly, in all material respects, the information set forth therein when read in conjunction with the
related consolidated financial statements. These financial statements and financial statement schedules are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements and financial statement schedules based on our audits. We conducted our audits of these statements in
accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit of the financial statements includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion. ’

As discussed in Note 8, the Company changed the manner in which it accounts for goodwill and other
intangible assets as of January 1, 2002. As discussed in Note 11, the Company changed the manner in which it
accounts for asset retirement obligations as of January 1, 2003. As discussed in Note 5, the Company changed the
manner in which it accounts for gains and losses on energy trading contracts as of January 1, 2003.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management’s Report on Internal Control Over
Financial Reporting appearing under Item 9A, that the Company maintained effective internal control over
financial reporting as of December 31, 2004 based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (“COSQO™), is
fairly stated, in all material respects, based on these criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of December 31, 2004,
based on criteria established in Internal Control—Integrated Framework issued by the COSO. The Company’s
management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express
opinions on management’s assessment and on the effectiveness of the Company’s internal control over financial
reporting based on our audit. We conducted our audit of internal control over financial reporting in accordance
with the standards of the Public Company Accounting Oversight Board (United States). Those standards required
that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. An audit of internal control over financial reporting
includes obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinions.
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A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

PricewaterhouseCoopers LLP

Pittsburgh, Pennsylvania
March 10, 2005
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S-1
SCHEDULE I
AE (Parent Company)
Condensed Financial Statements

Statements of Operations:
Year ended December 31,

(In thousands) 2004 2003 2002
OPETating TEVENUES . ...\ttt t ettt et e e e e e e $ — % — 8 —
Operating eXpenses .. ............. N (572) 13,952 11,501
Operating iNCOme (10SS) . . . o oottt e 572 (13,952) (11,501)
Other (expenses) and INCOME, NEL . .. ... ottt et et e e e e e (237,437) (287,360} (573,380)
INEEIESt XPENSE . . .ottt e 72,641 57,260 32,399
Loss before income taxes and cumulative effect of accountingchange ........................ (309,506) (358,572) (617,280)
Income tax expense (benefit) . ... ... 1,092 (3,593) 333
Loss before cumulative effect of accountingchange ............ .. ... . . o (310,598) (354,979) (617,613)
Cumulative effect of accounting change, netoftax ............. ... ... ... i — — (15,077)
N 0SS vttt it e e e e e $(310,598) $ (334,979) $ (632,690)

Statements of Cash Flows:

Year ended December 31,

(In thousands) 2004 2003 2002
Net cash from operating aCHVILIES . .. ... .. vttt i $ 408,658 $ 83,578 $ 35,887
Cash flows used in investing activities:
Proceeds from sale of @sSet . ... ... .o s 7,140 — —
Contributions to subsIdiaries . ... .. ... i e e (467,999) (210,774) —
Other IMVESHMIEIES . . .. oo ottt e et et e e e e e et et —_ —_ (2,201)
Net cash used in investing activities . ....... ... ...t i s (460,859) (210,774) (2,201)
Cash flows (used in) from financing activities:
Notes receivable from subsidiaries . ......... . i i e (18,217 (343) 325,636
Net repayments of short-termdebt .......... ... ... . .. . il — (335,000) (179,286)
Issuance of long-term debt, net of $6.8 million and $17.6 milfion in debt issuance costs,
TESPECHIVELY . o e 218,243 588,439 —
Retirement of long-term debt. .. ... .o i e (381,980) (58,020) —
Proceeds from issuance of common stock . ... .. . s 151,360 — 3,992
Exercise of Stock OpHONS . ... .. ... e 227 — —
Cash dividends paid on common StocK ... ... .ot —_ — (150,551)
Net cash (used in) from financing activities .......... ... .. ... . i s (30,367) 195,076 209)
Net (decrease) increase in cash and cashequivalents ......... .. ... ... .. ... ... oL (82,568) 67,880 33477
Cash and cash equivalents at beginning of period ... .......... ... ... .. . oL 101,516 33,636 159
Cash and cash equivalents atend of period .. ........ ... . . . $ 18948 $ 101,516 $ 33,636
Cash dividends received from consolidated subsidiaries ............. .. ... ... i, $475,607 $ 118,131 $ 228,626
Balance Sheets:
As of December 31,

(In thousands) 2004 2003
ASSETS

CUITEIIE BSSEES . o v ot ottt ettt e e e ettt e e e e e e e e e e $ 43047 $ 105728

Investments and OINer 85SE1S . .. .. . o i e 2,115,102 2,361,350

Deferred Charges . ... v i 38,630 39,034
TOtAl ASSELS . o vttt e $2,196,779  $2,506,112
LIABILITIES AND STOCKHOLDERS' EQUITY

Current Habilities . .. ..o e $ 339956 $ 76,259

Long-term debt ... .. . 100,000 529,547

Convertible notes held by Capital Trust .. ... o i e 293,650 291,811

Deferred credits and other liabilities . ... ... . i e 715 632

Stockholders’ equity ... ... .. 1,462,458 1,607,863
Total liabilities and stockholders” equity .. .. ... ... o i e $2,196,779  $2,506,112

See accompanying Notes to Condensed Financial Statements.
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AE (Parent Company)
NOTES TO CONDENSED FINANCIAL STATEMENTS

NOTE 1: BASIS OF PRESENTATION

The condensed financial statements represent the financial information required by Securities and Exchange
Commission Regulation S-X 210.12-04 for AE, a diversified utility holding company and the parent company of
Allegheny Energy, Inc. These financial statements do not reflect all of the information and notes normally
included with financial statements prepared in accordance with accounting principles generally accepted in the
United States, therefore these financial statements should be read in conjunction with the Consolidated Financial
Statements and related notes included herein.

AE has accounted for the earnings of its subsidiaries under the equity method in the unconsolidated
condensed financial statements.

NOTE 2: CAPITALIZATION, COMMITMENTS AND CONTINGENCIES

See Note 3, “Capitalization,” and Note 27, “Commitments and Contingencies,” to Allegheny Energy, Inc.’s
Consolidated Financial Statements for a description of AE’s capitalization, commitments and contingencies as of
December 31, 20604.

At December 31, 2004, contractual maturities for AE’s long-term debt, for the next five years, excluding
unamortized debt discounts and premiums of approximately $6.2 miltion.

(In millions) 2005 2006 2007 2008 2009 Total
Medium-Term Notes ...t .. $3000 $— $ — $ — $— 33000
Convertible Notes held by Capital Trust .. ............... — — — 3000 — 300.0
New AEFacility ........ ... .. ... .. ... a.. — — 100.0 — — 100.0
Total ... $3000 $— $100.0 $300.0 $— $700.0
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S-2
SCHEDULE 11

ALLEGHENY ENERGY, INC. AND SUBSIDIARIES

Valuatien and Qualifying Accounts
For Years Ended December 31, 2004, 2003 and 2002

Additions

Balance at Charged to Charged to Balance at

Beginning Costs and Other End of
Description Of Pericd Expenses (a) Accounts (b) Deductions (c) Period (d)
Allowance for uncollectible accounts:
Year Ended 12/31/04 .. ............. $29.329.476 $18,930,902 $4.299.139 $32,705,349 $19,854,168
Year Ended 12/31/03 ............... $29.644.868 $26,489,179 $3,353,373 $30,157,944 $29,329,476
Year Ended 12/31/02 . .............. $32.795,915 $18,010,330 $8,327,408 $29,488,785 $29,644,868

(a) Amount accrued to bad debt expense during the year.

(b) Payment recoveries of bad debt accounts previously written off.

(c) Uncollectible accounts written off to bad debt expense during the year. In 2004, the amount includes
$1,722,744 for uncollectible accounts related to the gas business that have been reclassified to assets held
for sale.

(d) Balance for December 31, 2004 excludes the Allowance for uncollectible accounts for the gas business of
$3,525,033. Prior year balances include Allowance for uncollectible accounts for the gas business of
$1,626,346 and $1,452,775 for December 31, 2003 and 2002, respectively.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not Applicable.

ITEM %A. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures. AE carried out an evaluation, under the supervision and with the
participation of its management, including the its principal executive officer and principal financial officer, of the
effectiveness of its disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-15(e) of the
Exchange Act, as of December 31, 2004 (the “Evaluation Date”). Based on that evaluation, AE’s principal
executive officer and principal financial officer have concluded that AE’s disclosure controls and procedures as
of December 31, 2004 were effective to ensure that (a) material information relating to it is accumulated and
made known to its management, including its principal executive officer and principal financial officer, to allow
timely decisions regarding required disclosure and (b) is recorded, processed, summarized and reported within
the time periods specified in SEC’s rules and forms.

It should be noted that any system of controls, however well designed and operated, can provide only
reasonable, and not absolute, assurance that the objectives of the system will be met. In addition, the design of
any control system is based in part upon certain assumptions about the likelihood of future events. Because of
these and other inherent limitations of control systems, there is only reasonable assurance that AE’s controls will
succeed in achieving their goals under all potential future conditions.

As an accelerated filer, AE is required to meet the requirements under Section 404 of the Sarbanes-Oxley
Act of 2002. See “Management’s Report on Internal Control Over Financial Reporting,” below.

Management’s Report on Internal Control Over Financial Reporting. AE’s management is responsible for
establishing and maintaining adequate internal control over financial reporting, as defined in Rules 13a-15(f) and
15d-15(f) of the Exchange Act. AE’s internal control over financial reporting is designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with GAAP. AE’s internal control over financial reporting includes those policies and
procedures that:

(1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of AE’s assets;

(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with GAAP and that AE’s receipts and expenditures are being made only in
accordance with authorizations of its management and directors; and

(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of the AE’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

AE’s management assessed the effectiveness of AE’s internal control over financial reporting as of
December 31, 2004. In making this assessment, AE’s management used the criteria set forth by the Committee of
Sponsoring Organizations of the Treadway Commission in “Internal Control-Integrated Framework.”
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Based on this assessment, management concluded that, as of December 31, 2004, AE’s internal control over
financial reporting is effective based on those criteria.

Management’s assessment of the effectiveness of AE’s internal control over financial reporting as of
December 31, 2004 has been audited by PricewaterhouseCoopers LLP, an independent registered public
accounting firm, as stated in their report that appears herein.

Changes in Internal Control Over Financial Reporting. During the quarter ended December 31, 2004, AE
completed its implementation of a new internal control framework that was designed to remediate previously
identified material weaknesses in internal controls and comply with the requirements of Section 404 of the
Sarbanes-Oxley Act of 2002.

ITEM 9B. GTHER INFORMATION
Not Applicable.
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ITEM 10. DIRECTORS AND EXECUTIVE QFFICERS

Directors

The names, ages and business experience during the past five years of the directors and their terms of office

are set forth below:

Term of Office

Name Expires (a) Age Director since date shown of:

T TAE MP PE  AGC
H. Furlong Baldwin(b) ......... ... ... ... .. o0 2006 73 2003
Eleanor Baum (C) . ... .. i i e 2007 65 1988
JohnP.Campbell (d) ............. ... ... 2005 49 2004 2004 2004
Paull. Evanson (€) ......... .. cuerirr i, 2005 63 2003 2003 2003 2003
Cyrus F. Freidheim, Jo. (f) ........... ... ... .. ... ..... 2007 64 2003
JuliaL. Johnson () . ...« 2006 42 2003
TedJ. Kleisner (h) ... i, 2007 60 2001
Steven H.Rice (i) ... . i e 2005 61 1986
Joseph H. Richardson (j) ......... ... ... .. .o ... 2005 55 2003 2003 2003
Gunnar E. Sarsten (k) ........ ... .. 2006 68 1992
Jeffrey D. Serkes () . ... oo 2005 46 2003 2003 2003
Michael H. Sutton (m) .. ... ..., 2005 64 2004
(a) At AE’s 2004 Annual Meeting of Stockholders, AE’s stockholders voted in favor of a stockholder proposal

(b

(c)

(@)

for the annual election of directors. AE plans to implement the declassification of its board of directors at its
2005 Annual Meeting of Stockholders. The directors who are not up for reelection at that meeting will
resign, and each director will stand for reelection in 2005, to serve until AE’s 2006 Annual Meeting of
Stockholders and until a successor is duly elected and qualified.

H. Furlong Baldwin has been a director since November 2003. Mr. Baldwin has been Chairman of the
Board of The Nasdaq Stock Market, Inc. (“Nasdaq”) since 2003 and has been a director of Nasdaq since
2000. Mr. Baldwin is also a director of W.R. Grace & Co., Platinum Underwriters Holdings, Ltd. and the
Wills Group. From 1976 to 2001, Mr. Baldwin was President and Chief Executive Officer of Mercantile
Bankshares Corp. and Mercantile Safe Deposit & Trust Co. Mr. Baldwin is a former director of Mercantile
Bankshares Corp., Constellation Energy Group, CSX Corp and the St. Paul Companies, Inc. and a former
Governor of the National Association of Securities Dealers, Inc. He is a member and former Chairman of
the Johns Hopkins Medicine Board of Trustees and a member {emeritus) of the Johns Hopkins University
Board of Trustees.

Eleanor Baum has been a director since 1988. Dr. Baum has been Dean of the Albert Nerken School of
Engineering of The Cooper Union for the Advancement of Science and Art since 1987. Dr. Baum is a
director of Avnet, Inc. and United States Trust Company and is past Chair of the Engineering Workforce
Commission. Dr. Baum is a Fellow of the Institute of Electrical and Electronic Engineers and past Chairman
of the Board of Governors of the New York Academy of Sciences. She is a former President of the
Accreditation Board for Engineering and Technology and a former President of the American Society for
Engineering Education.

John P. Campbell has been the President of AE Supply since July 2004. He has also been a director of
Monongahela, Potomac Edison and AGC since July 2004. Prior to joining Allegheny, Mr. Campbell was
responsible for Mirant Corporation’s worldwide generation portfolio from March 2004 to July 2004. He was
Managing Director of Coal-Fired Generation for Reliant Energy, Inc. (“Reliant”) from February 2002 to
February 2004. Prior to that, he was the East Region Engineering Director for Reliant. See “Executive
Officers” below.
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Paul J. Evanson has been Chairman of the Board, President, Chief Executive Officer and a director of AE
since June 2003. Mr. Evanson is the Chair of the Executive Committee. He has also been a director of
Monongahela, Potomac Edison and AGC since June 2003. Prior to joining Allegheny, Mr. Evanson was
President of Florida Power & Light Company, the principal subsidiary of FPL Group, Inc., and a director of
FPL Group, Inc. from 1995 to 2003. Mr. Evanson also is a director of Lynch Interactive Corporation. See
“Executive Officers” below. ’

Cyrus F. Freidheim, Jr. has been a director since October 2003. Mr. Freidheim has served as Chairman of
the Board of Chiquita Brands International, Inc. (“Chiquita™) since 2002 and was Chief Executive Officer of
Chiquita from 2002 to 2003. Mr. Freidheim was formerly Vice Chairman of Booz-Allen Hamilton, Inc., at
which he also served in various other leadership capacities from 1996 to 2002. Mr. Freidheim also serves as
a director of Household International, Inc. )

Julia L. Johnson has been a director since November 2003. Ms. Johnson has been President of
NetCommunications, LLC since 2000. She is a director of MasTec and of NorthWestern Corporation. Ms.
Johnson is a member of the Department of Energy/National Association of Regulatory Ultility
Commissioners Energy Market Access Board and the Florida State Board of Education. Ms. Johnson was
Senior Vice President of Communications and Marketing for Milcom Technologies from 2000 to 2001. She
was Chairman of the Florida Public Service Commission (the “Florida PSC”) from 1997 to 1999 and served
as a Commissioner of the Florida PSC from 1992 to 1999.

Ted J. Kleisner has been a director since 2001. Mr. Kleisner has been President of CSX Hotels, Inc. since
1987 and President of The Greenbrier Resort and Club Management Company since 1989. He is a director
of Hershey Entertainment and Resorts Company and the American Hotel and Lodging Association. Mr.
Kleisner is a member of the Executive Advisory Board for the Daniels College of Business at the University
of Denver and a member of the Boards of Trustees for the Virginia Episcopal School and the Culinary
Institute of America.

Steven H. Rice has been a director since 1986. Mr. Rice has been an attorney and bank consultant for over
15 years. He is a former director of La Jolla Bank and La Jolla Bancorp, Inc., former President of La Jolla
Bank, Northeast Region, former President and Chief Executive Officer of Stamford Federal Savings Bank,
former President of The Seamen’s Bank for Savings and former director of the Royal Insurance Group, Inc.

Joseph H. Richardson has been a Vice President of AE and the President and a director of Monongahela
and Potomac Edison since August 2003. Mr. Richardson has also been a director of AGC since August
2003. Prior to joining Allegheny, Mr. Richardson served as President and Chief Executive Officer and as a
director of Global Energy Group from March 2002 to August 2003. Prior to that, he served as President and
Chief Executive Officer and as a director of Florida Power Corporation. See “Executive Officers” below.

Gunnar E. Sarsten has been a director since 1992. He has been a Consulting Professional Engineer since
1994. He is a former President and Chief Operating Officer of Morrison Knudsen Corporation, former
President and Chief Executive Officer of United Engineers & Constructors International, Inc. and former
Deputy Chairman of the Third District Federal Reserve Bank in Philadelphia.

Jeffrey D. Serkes has been Senior Vice President and Chief Financial Officer of AE since July 2003, Mr.
Serkes has also been a director of Monongahela, Potomac Edison and AGC since July 2003. Prior to joining
Allegheny, Mr. Serkes was President of JDS Opportunities LLC from May 2002 to June 2003. Prior to that,
Mr. Serkes was employed with IBM as Vice President, Finance, Sales and Distribution, from June 1999 to
May 2002, and Vice President and Treasurer from January 1995 to May 1999. Mr. Serkes also serves as a
director and as chair of the audit and compensation committees of Refac, a Delaware corporation. See
“Executive Officers” below.

Michael H. Sutton has been a director since February 2004. Mr. Sutton has been an independent consultant
on accounting and auditing regulation since 1999. He is a director of Krispy Kreme Doughnuts, Inc.
Mr. Sutton is a former Chief Accountant for the SEC and a former senior partner and National Director of
Accounting and Auditing Professional Practice for Deloitte & Touche LLP.
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Executive Officers

The names of the executive officers, their ages, the positions they hold, and their business experience during

the past five years appear below. All officers are elected annually.

(a)

)

(©

(d)

(e

)

(g)

Name Age AE MP PE AGC

Paul J. Evanson (a) 63 Chairman, President, Chairman, CEO and Chairman, CEO and Chairman, CEO and
CEO and Director Director Director Director

John P. Campbell (b) 49 Vice President Director Director Vice President

Director

Edward Dudzinski (c) 52 Vice President Vice President ' Vice President

Thomas R. Gardner (d) 47 Vice President, Controller Controller Vice President and
Controller and Chief Controller

Accounting Officer

Philip L. Goulding (e) 45 Vice President

Joseph H. Richardson (f) 55 Vice President President and Director President and Director  Director
Jeffrey D. Serkes (g) 46 Senior Vice President Vice President and Vice President and Vice President and
and CFO Director Director Director

Paul J. Evansom has been Chairman of the Board, President, Chief Executive Officer and a director of AE
since June 2003. Mr. Evanson is the Chair of the Executive Committee. He has also been Chairman, Chief
Executive Officer and a director of Monongahela, Potomac Edison and AGC since June 2003. Prior to
joining Allegheny, Mr. Evanson was President of Florida Power & Light Company, the principal subsidiary
of FPL Group, Inc., and a director of FPL Group, Inc. from 1995 to 2003. Mr. Evanson also is a director of
Lynch Interactive Corporation.

John P. Campbell has been the President of AE Supply since July 2004. He has also been a Vice President of
AE, a director of Monongahela and Potomac Edison and a Vice President and director of AGC since July 2004.
Prior to joining Allegheny, Mr. Campbell was responsible for Mirant Corporation’s worldwide generation
portfolio from March 2004 to July 2004. He was Managing Director, Coal-Fired Generation for Reliant from
February 2002 to February 2004. Prior to that, he was the East Region Engineering Director for Reliant.

Edward Dudzinski has been Vice President, Human Resources, of AE since August 2004. He has also been
a Vice President of Monongahela and Potomac Edison since August 2004. Prior to joining Allegheny, Mr.
Dudzinski was Vice President, Human Resources for the Agriculture and Nutrition Platform and Pioneer
Hi-Bred International, Inc. on behalf of DuPont. Prior to that, he served in various other executive and
leadership positions at DuPont.

Thomas R. Gardmer has been Vice President, Controller and Chief Accounting Officer of AE since
October 2003. He has also been the Controller of Monongahela and Potomac Edison and a Vice President
and the Controller of AGC since October 2003. Prior to joining Allegheny, Mr. Gardner was employed with
Deloitte & Touche LLP from 1997 to 2003, most recently as a partner.

Philip L. Goulding has been Vice President, Strategic Planning and Chief Commercial Officer of AE since
October 2003. Prior to joining Allegheny, Mr. Goulding led the North American energy practice of L.E.K.
Consulting from 1999 to Cctober 2003.

Joseph. H. Richardson has been a Vice President of AE since August 2003. He has also been the President
and a director of Monongahela and Potomac Edison and a director of AGC since August 2003. Prior to
joining Allegheny, Mr. Richardson served as President and Chief Executive Officer and as a director of
Global Energy Group from March 2002 to August 2003. Prior to that, he served as President and Chief
Executive Officer and as a director of Florida Power Corporation.

Jeffrey D. Serkes has been Senior Vice President and Chief Financial Officer since July 2003. Mr. Serkes has
also been a Vice President and director of Monongahela, Potomac Edison and AGC since July 2003. Prior to
joining Allegheny, Mr. Serkes was President of JDS Opportunities LLC from May 2002 to June 2003. Prior to
that, Mr. Serkes was employed with IBM as Vice President, Finance, Sales and Distribution, from June 1999 to
May 2002, and Vice President and Treasurer from January 1995 to May 1999. Mr. Serkes also serves as a
director and as chair of the audit and compensation committees of Refac, a Delaware corporation.
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Code of Business Conduct and Ethics

In early 2004, Allegheny adopted a Code of Business Conduct and Ethics for its directors, officers and
employees in order to promote honest and ethical conduct and compliance with the laws and regulations to which
Allegheny is subject. All directors, officers and employees of Allegheny are expected to be familiar with the
Code of Business Conduct and Ethics and to adhere to its principles and procedures.

Audit Committee Financial Expert

The Board of Directors of AE has determined that one member of its audit committee, Michael H. Sutton, is
an audit committee financial expert within the meaning of the SEC’s rules, and is independent within the
meaning of Item 7(d)(3)(iv) of Schedule 14A under the Exchange Act.

Audit Committee

The information required to be provided pursuant to Item 401(i) of Regulation S-K with respect to AE is
incorporated by reference to “Committees of the Board of Directors—Audit Committee” from AE’s definitive
proxy statement to be filed with the SEC.

Web Site Access

Allegheny’s Code of Business Conduct and Ethics, its Corporate Governance Guidelines and the Charters
for the Audit Committee, Management Compensation and Development Committee and Nominating and
Governance Committee of AE’s Board of Directors are available on AE’s Web site, www.alleghenyenergy.com,
in the Corporate Governance section. Amendments to these documents are also available on AE’s website.
Copies of each of these documents are available free of charge to any stockholder upon request.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires AE’s directors and executive officers and persons who own
more than 10% of a registered class of AE’s equity securities to file with the SEC and the New York Stock
Exchange reports on Forms 3, 4 and 5 concerning their ownership of the common stock and other equity
securities of AE. Under SEC rules, AE must be furnished with copies of these reports.

Based on AE’s review of these filings, AE believes that all of its directors, executive officers and
stockholders who are required to file reports filed all of such reports on a timely basis during the year ended
December 31, 2004, except that John Campbell filed one late Form 4 with respect to stock options and stock
units granted to him in July 2004, and Mr. Furlong, Dr. Baum, Ms. Johnson, Mr. Kleisner, Mr. Freidheim,
Mr. Rice, Mr. Sarsten and Mr. Sutton each filed one late Form 4 in connection with shares of AE common stock
issued to them in October 2004 under AE’s Non-Employee Director Stock Plan. AE does not know of any failure
by any of these persons to file a report required by Section 16(a) on a timely basis during the prior fiscal year
except as otherwise reported in AE’s previous Annual Report on Form 10-K.

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K

(a)(1)(2) The financial statements and financial statement schedules filed as part of this Report are set forth
under Item 8.
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SIGNATURES

Pursuant to the requirements of Section 13 of 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

ALLEGHENY ENERGY, INC.
By: /s/ PAUL J. EVANSON

(Paul J. Evanson, Chairman, President
and Chief Executive Officer)

Date: March 10, 2005

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant, in the capacities and on the date indicated.

Signature Title Date

@) Principal Executive Officer:

/s/  PAUL J. EVANSON Chairman and President, Chief Executive March 10, 2005
{(Paul J. Evansomn) Officer

(ii)  Principal Financial Officer:

/s/  JEFFREY D. SERKES Senior Vice President and Chief Financial March 10, 2005
(Jeffrey D. Serkes) Officer

(iit)  Principal Accounting Officer:

/sf THOMAS R. GARDNER Vice President and Controller March 10, 2005
(Thomas R. Gardner)

(iv) Directors:

/s/ H.FURLONG BALDWIN /s/  TED J. KLEISNER
(H. Furlong Baidwin) (Ted J. Kleisner)

/s/ ELEANOR BAUM /s/  STEVEN H. RICE
(Eleansr Baum) (Steven H. Rice)

/s/  PAUL J. EVANSON /s/ GUNNAR E. SARSTEN March 10, 2005
(Paul J. Evanson) (Gunnar E. Sarsten)
/s/ CYRUS F. FREIDHEIM, JR. /s/ MicHAEL H. SuTTON
(Cyrus F. Freidheim, Jr.) (Michael H. Sutton)

/s/  JuLia L. JOHNSON
(Julia L. Johnson)

165




[THIS PAGE INTENTIONALLY LEFT BLANK]




CERTIFICATION

I, PAUL J. EVANSON, certify that:
1. T have reviewed this annual report on Form 10-K of ALLEGHENY ENERGY, INC.

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal |
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and i
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared,;

b) Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of
an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors {(or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 10, 2005

fs/{ PAUL J. EVANSON

Paul J. Evanson
Principal Executive Officer




CERTIFICATION

I, JEFFREY D. SERKES, certify that:
1. I have reviewed this annual report on Form 10-K of ALLEGHENY ENERGY, INC.

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

c¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of
an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 10, 2005

/s/ JEFFREY D. SERKES

Jeffrey D. Serkes
Principal Financial Officer
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